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Preface 


The problem of how best to profit by the major swings of 
security prices is usually approached in two very distinct ways. 
One method of trading concerns itself only with the study of 
individual stocks. Traders who follow this system pay little 
attention to the broad swings of security prices, but govern 
their dealings by conclusions reached through analyses of con- 
ditions affecting individual companies^ stocks. Another method 
of trading consists of following the indications provided by a 
study of the commercial, industrial, and financial conditions in 
their relation to the trend of general stock prices. 

The difficulties involved in a comprehensive analysis of 
general conditions have led many investors to choose the 
simpler method; that is, to follow the condition of a few stocks, 
ignoring the general trend of stock prices, and hoping that those 
stocks selected for investment will appreciate in value more 
than the average stock. 

The writing of this book was undertaken with the belief that 
such a method, although essentially sound and undoubtedly 
profitable from the long range viewpoint, did not take full 
advantage of the facilities now at everyone’s disposal with 
which it is possible to profit financially by the ebb and flow of 
the entire stock market. To be sure, the selection of any stock 
must be preceded by a careful analysis of balance sheets and 
general conditions within the particular industry. But it must 
be realized that there are situations and conditions affecting 
the entire business world which are advantageous to the buying 
of almost all securities, while at other times the conditions are 
decidedly unfavorable. At such times it is hazardous to invest 
in any stock unless one is prepared to disregard a 50% drop in 
values to await blithefully a possible prosperous turn of affairs 
in the distant future. 

For many years, however, large stock market operators and 
traders have recognized the fact that a knowledge of the approxi- 
mate trend of the market in the future is of great value in their 
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trading. While many sceptics still believe that it is impossible 
to forecast the market to that extent, the fact remains that a 
great many successful traders today base their stock trading 
quite as much upon the broad movements of the entire stock 
market as upon the analysis of balance sheets. 

This volume is entirely devoted to the problem of forecasting 
the trend of the stock market. The first chapter presents 
evidence that almost every stock will synchronize with the 
general trend of stock prices. A reliable forecast of a change in 
trend would therefore provide a source of information profitable 
to those able to appreciate Its significance. Accordingly, every 
series of statistical data which bears, or is commonly supposed 
to bear, some relationship to stock trends, has been considered. 
Since most of these data are published widely in various papers 
and journals, with more or less accurate interpretations, the 
effort has been made here to evaluate each one impartially, 
comparing its merits and limitations by means of charts and 
descriptions. It is hoped that the reader will acquire from this 
study a better understanding of the forecasting value of all 
such data, so that he may discriminate between them and 
utilize the more efficient to his personal advantage. 

This book has been made possible only through the work of 
hundreds of field agents, statisticians, and economists who 
have gathered and compiled the statistics here used. It is quite 
impossible to thank each of these for his indirect contribution 
to this work; but to William A. Eagan, Thomas F. Lyons, and 
Harris J. Nelson of ^^Barron’s” staff, direct acknowledgment 
can be made for their helpful suggestions. Edward B. Gordon 
and others not connected with financial journalism have also 
made many suggestions which have been of great help. And 
finally, these chapters would have been impossible without the 
help of Miss Charlotte Beals in the computations and charts, 
and Miss Mary Hall in editing the manuscript and proofreading. 

KSVS 

June, 1927. 
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Chapter I 


Most Stocks Follow General Trend 

S uccess as an investor depends upon one’s ability 
to appraise the future with a reasonable degree of 
accuracy. Many investors try to dodge respon- 
sibility by investing in government bonds, first mortgages, 
savings bank deposits or insurance. After they have 
made sure that the companies behind these investments 
are sound, they believe that the future has been well taken 
care of. 

That both the interest and the return of principal on the 
investment will be paid In a fixed number of dollars — that 
is, five dollars per year interest with assurance that each 
one hundred dollars invested will be returned to Mm 
intact — usually satisfies this type of investor. But these 
dollars are useful only in that they have purchasing power, 
the power to buy things. If such investments are to prove 
profitable, the cost of living must decline. Thus, if the 
cost of living falls, investors in securities bearing a fixed 
return will have greater purchasing power, and they will 
be the gainers. If the cost of living rises, however, the 
results will be disastrous, for the fixed number of dollars 
they receive from their investments, as well as their prin- 
cipal when it is returned to them, will buy less as prices 
rise. The success of investments in bonds, mortgages, 
bank deposits and insurance, therefore, depends on the 
future cost of living. 

Increasing Popularity of Common Stocks 

Recent studies have proved that the investor ought no 
longer to gamble on the trend of the cost of living. If he 
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buys a diversified list of common stocks, he takes fewer 
chances on the trend of commodity prices. He is then 
part owner in many different businesses. A rise in the 
cost of living will spell larger profits for his companies, 
and as an owner he will be entitled to a proportionate 
share of these larger profits. For this reason an increas- 
ingly large percentage of investors are finding it desirable 
to invest at least a portion of their funds in common stocks 
and thus avoid the shrinkage in real income, or purchasing 
power, resulting from mounting price levels. 

But when an investor becomes the owner of shares of 
common stock, he finds that he must change his attitude 
toward his investments. Being a stockholder brings with 
it new complications. 

Minor Fluctuations Should Be Ignored 

Not long after he has become a common stock owner, 
the investor, having heard that stocks fluctuate in value 
more than bonds, looks in the paper to see what his part- 
nerships are worth. As likely as not he will discover that 
the stock which he paid $100 a share for is now fluctuating 
between $100% and $101% for no apparent reason. As 
a bondholder, an increase of this amount in the value 
of one of his bonds might have been the occasion of a 
visit from a bond salesman to consider the advisability 
of his “taking his profit” and buying some other bond. 
Nothing is more certain, however, than that he will be 
unsuccessful as a stock investor if he continues the prac- 
tice of taking small profits which he learned as a bond- 
holder. He must learn that these minor stock fluctua- 
tions which occur hourly and daily are caused by the 
sensitiveness of a highly organized stock market, and 
that no one except the professional trader on the floor of 
the Stock Exchange is in a position to take advantage of 
them. 
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By observing the course of stock prices over a period of 
weeks, the investor will notice that there is another type 
of movement besides the hourly and daily minor fluctua- 
tions. At certain times the entire market seems to surge 
upward or downward for periods of from ten days to three 
months. In a stock market move of this kind, the price 
of an active stock is often run up or down as much as 
15%; a stock selling for $100 often rises to $115 or falls 
to $85 in the course of a few weeks. These movements 
are very much broader in their scope than the hourly 
and daily fluctuations, and the fact that in this type 
of movement most of the market moves as a body has 
inspired many attempts to forecast them. Up to the 
present time, however, no great success has been attained 
in this respect. Like the minor ones, these fluctuations 
are largely a matter with which only the professional 
trader should concern himself. 

Long-Time Trend Takes Care of Itself 

The investor need not worry over the “long-time” trend 
of stock prices. It has been proved that the stockholder 
who owns a diversified list of stock in the most important 
industries will find that the value of his investments will 
grow with the country. There will be a gradual enhance- 
ment in the value of his stocks. While bull and bear 
markets will have their effect upon the value of his 
holdings, the trend of sound values has always been up- 
ward. 

The investor’s problem will be much simplified if he 
admits at the start that the hourly and daily fluctuations, 
as well as those which occupy from ten days to three 
months, are phenomena which he can well afford to leave 
to professional traders. Moreover, he can probably 
aflFord to ignore the long-time trend of prices, knowing 
that the growth of the country always works to the 
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advantage of the common stockholder. After this elim- 
ination process there is one type of stock movement 
left for him to consider: bull markets and bear markets. 

Bull and Bear Markets 

Upon all sides the new stock investor hears strange talk 
about bull and bear markets. A casual observation will 
show him that the length of time consumed by these bull 
and bear markets varies considerably. The bull markets — 
prolonged periods of rising stock prices — generally last be- 
tween two and three and one-half years. Bear markets — 
prolonged periods of falling stock prices — generally last 
between six months and a year and a half. Years ago it 
was believed that these bull and bear markets repeated 
themselves automatically after a certain period of time 
had elapsed. It is known today, however, that markets 
do not recur with clocklike regularity, although the condi- 
tions which cause these broad swings in security values 
do tend to repeat themselves. 

Some Difficulties of Stock Market Forecasting 

Besides the many efforts made to forecast broad move- 
ments on the basis of time alone, many worthy attempts 
have been made to discover barometers which would help 
in estimating the probable future trend of stock prices. 
Within the past few years many attempts have been made 
to forecast bull and bear markets. “Forecasting services,” 
“forecasting lines,” “buy signals” and “sell signals” 
galore have been used to forecast the trend of the market. 
Everyone has been looking for one simple rule which 
would tell him with unfailing accuracy when to buy or 
sell his stocks. When they failed to find anything which 
would show that degree of accuracy, many investors fell 
back into the old error of believing that there is an “unseen 
hand” which controls the stock market. 
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At the same time there have been many other Investors 
who have decided that the only route to substantial suc- 
cess in stock investing is to carefully analyze each stock 
and forget the trend of the general market. But it is 
extremely difficult to forecast what the distant future 
In this scientific age holds in store for a particular com- 
pany. In the United States, about 1840, canals and toll- 
bridges were considered safe investments while railroads 
were considered nothing but a speculation. Then the 
railroads took the place of the canals and toll bridges in 
popularity as investments. Horse cars used to be popular 
investments, but were replaced by electric trolley cars, 
which in turn are being supplanted by bus lines. Who 
knows but that ten or twenty years from now there will 
be a substitute for these bus lines ? There is no man living 
who could have foreseen all these developments or any 
substantial number of them, for they were caused by new 
inventions. No one knows when these inventions are 
going to hit close to home and render valueless the stock 
of a company which has been most carefully analyzed. 

Diversification Important 

In order to get around these difficulties it is generally 
agreed today that the investor must choose a diversified 
list of stocks in which to invest. In this way he will 
spread his risks so that he will not lose all his Invested 
money if the phonograph is superseded by the radio, if 
women wear silk instead of cotton and wool, or if elec- 
tricity replaces oil and gasoline. If one of his invest- 
ments goes bad, he will probably find that there is another 
which has done especially well. The loss which he suffers 
from the poor investment will be offset by the profit he 
gains on the successful investment. Undoubtedly, diver- 
sification is a solution to one of the most important prob- 
lems of the common stockholder. 
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There is another serious problem with which the com- 
mon stockholder has to contend. He may find at times 
that, in spite of broad diversification in his securities, the 
total value of his holdings will decline more than 25%. 
Practically all stocks will decline simultaneously. Eventu- 
ally the market will rise again and in ten or twenty years 
the investor who has held on to his stocks will find that 
their value has grown with the country, so that while 
periodic stock market slumps will affect the value of his 
stocks they will never again force the average price of 
his stocks below the price paid for them. 

Listed Common Stocks 

In order to prove how vitally bull and bear markets 
affect the value of all stocks, studies were made of the 
common stocks listed on the New York Stock Exchange 
since 1897. For each common stock the average price 
during the month of lowest stock prices and the average 
price during the month of high prices in each bull mar- 
ket, as indicated by the combined Dow Jones industrial 
and railroad averages, were recorded, and the two figures 
compared. ' In a similar manner the decline of each stock 
in the bear markets was recorded. Allowances were made 
for stock dividends and unusually large extra dividends. 
In this way a complete record of the major price swings 
of every common stock listed on the New York Stock 
Exchange was obtained. 

To give a complete account of the findings of this inves- 
tigation would require much too lengthy a discussion. 
For use in the present connection, the most significant 
results have been condensed and are shown in Charts 1 
and 2. So much has been condensed into these charts 
that it is necessary to give a rather detailed description 
of them in order to make them understandable. Once the 
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charts are understood the importance of this data to the 
individual investor will be apparent. 

Most Stocks Move with Trend 

A preponderant majority of common stocks moves with 
the trend of the market. The solid black line in Chart i, 
which moves across the chart from the left-hand upper 
corner to the right-hand lower corner, represents the 
price movement of all listed common stocks during the 
bear market from March, 1923, to October, 1923. These 
stocks have been so arranged that those which moved 
against the trend of the market and rose are shown above 
the 0 — 0 line. The percentage which these abnormal 
stocks bore to the total stocks is shown by observing the 
point where the solid black line crosses the 0 — 0 line on 
its way downward. Those stocks which moved with the 
trend of the market and declined are shown below the 
0 — 0 line, together with the percentage of decline. By 
following the solid black line across the chart it may be 
seen that it crosses the 0 — 0 line about where the scale 
reads “10%.” In other words, about 10% of the total 
number of stocks rose during this period of generally 
declining stock prices; the investor would have had one 
chance in ten of choosing a stock which did not decline in 
price. 

A Mild Bear Market 

The solid black line does not move along the 0 — 0 line 
for even a short distance. This means that stocks refused 
to stand still but constantly moved either upward or 
downward, most stocks moving downward with the 
general market. 

It should be noticed that the bear market considered 
above was a very mild one; in fact, many authorities have 
hesitated to call it a bear market at all. The railroad 
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“averages” declined only fourteen points and the indus- 
trial “averages” only twenty points. However, in spite of 
the fact that this particular bear market was a very mild 
one, it is quite apparent that in even so gentle a decline, 
the majority of stocks will follow the general trend. 
More concretely, if it is possible for the investor to foretell 
even a small decline in stocks, it is well worth his time to 
do so, for most of the stocks he owns will fall with the 
general market even though the decline is not great. 


Severe Price Depreciation 

Comparing stock prices during a severe bear market 
like that of 1906-1907, when the Dow Jones industrial 
“averages” declined about 50 points, it is apparent what a 
disastrous effect a bear market can have on an investor’s 
holdings. During that bear market one-half of all the 
common stocks which were selling for the equivalent of 
^100 per share before the decline began were selling for 
less than ^50 per share only nine months later. In this 
bear market the value of half of all the stocks listed 
declined to one-half their former price or lower. 

In order to understand Chart 1 more fully, consider that 
each stock started at the beginning of the mild 1923 bear 
market at a price of ^100 per share. Each stock is placed 
on this base merely to facilitate comparisons between 
stocks. The following fluctuations then took place; 

10% rose from 100 to between 100^ and 150 


10% 

declined from 100 to between 99| and 94 

10% 

ce 

“ 100 “ 

“ 94 

“ 89 

10% 

iC 

“ 100 “ 

“ 89 

“ 85 

10% 

ic 
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“ 85 

“ 80 
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“ 100 “ 

“ 80 

“ 73 
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“ 63 
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“ 57 

10% 
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“ 100 “ 

“ 57 

“ 40 
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“ 100 “ 

“ 40 

“ 0 
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Growing Tendency for Stocks to Follow Trend 

Contrary to current opinion, this chart shows clearly 
that in the later bear markets stocks have shown no 
greater inclination to move against the general trend of 
the market than they did ten or twenty years ago. The 
“legend” of the chart shows the kind of line which repre- 
sents each bear market; the darker ones representing the 
later markets, the lighter ones the earlier markets. Fol- 
lowing these lines across the chart, it is evident that it 
has not become any easier in recent times to pick stocks 
which will rise in a bear market. 

After such a demonstration it is natural to question the 
wisdom of the thought expressed frequently in investment 
circles that it is better to study individual stock values 
and ignore the trend of the stock market. Today stocks 
show even less inclination than in the past to move 
upward merely because conditions in one industry are 
better than in another. The results of this investigation 
are a surprise; for, as is the general belief today, it was 
thought before making these studies that stocks would 
show a growing tendency to move against the trend. 

A broad survey of all these bear markets shows that 
even in the mildest bear market, no more than 17 out of 
100 stocks move upward against the trend. In the later 
bear markets, fewer than 10 out of each 100 stocks have 
moved against the trend. A study of the behavior of 
common stocks in bear markets is instructive to the 
average investor, for ordinarily he believes that the thing 
to do is to hold stocks for the long pull, and pray that his 
particular issues will move against the trend as the market 
declines. 


An Analysis of Bull Markets 

It^is also interesting to make the same sort of analysis 
of the behavior of stocks in bull markets. Chart 2 shows 
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the detailed movements of all the common stocks listed 
on the New York Stock Exchange during the bull markets 
from 1897 up to the present time. It is significant to note 
that the lines representing the movements of common 
stocks in bull markets cross the 0 — 0 line at approximately 
the same places as did those in the bear markets. This 
shows that approximately the same proportion of stocks 
moved downward against the trend in the bull markets as 
moved upward against the trend in the bear markets. 

There is one important distinction to be observed, 
however. In the later bull markets there has been an 
increasing tendency for stocks to move downward while 
the general market rises. In other words, while in the 
recent bear markets a smaller and smaller percentage of 
stocks has moved against the general downward trend, 
in the recent bull markets an increasingly greater percent- 
age of stocks has moved against the general upward trend. 

In any event, in neither a period of rising prices nor a 
period of declining prices does the investor have a better 
chance than 17 out of 100 of selecting stocks which will 
move against the trend. From the limited movement that 
actually takes place in these abnormal stocks, too, it is 
evident that it will be well worth the investor’s effort to 
attempt to forecast the bull and bear markets if possible. 
Bull and bear markets pull the entire body of common 
stocks upward or downward with the force of their 
movements. 


Forecasting Data Available 

Investors today are besieged with statistics. Financial 
papers as well as financial sections of the daily papers are 
filled with statistics showing business failures, railroad 
earnings, commodity prices, pig-iron production, chain- 
store sales, bank clearings, money rates, and a host of 
others. These figures are generally published merely as 
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current news items. Usually no attempt is made to 
explain the relationship between the data published and 
stock prices. In this volume it is proposed to take up each 
series of data and to indicate its significance from the 
standpoint of judging stock market trends. The attempt 
will be made to point out the principal virtues of each 
barometer as well as its principal weaknesses. The atti- 
tude taken will be that no single barometer can possibly 
be unerring under all conditions and that in order to get 
the best results one must use a number of different 
barometers. 

Profits Determine Value of Stocks 

The stock of a company which constantly earns $20 a 
share is worth more than that of a company which earns 
only ^5 a share. Broadly speaking, the value of a stock 
is determined by its earning power, so that if one stock 
earns four times as much as another it will generally sell 
about four times as high. Of course, there are many other 
important factors which must be examined in determining 
the value of a stock; such, for instance, as the value of 
property represented by the stock, the proportions of its 
earnings which a company pays out as dividends, and 
the risk involved in the business. But of greatest interest 
to the stock investor is earning power. 

Earning Power vs. Asset Values 

There are many cases of companies whose tangible 
assets are very small and yet year after year these com- 
panies turn in large earnings and their stocks sell at high 
figures. These high prices seem unwarranted to one who 
considers asset value of greater importance than earnings. 
On the other hand there are many companies which have 
tangible and seemingly very valuable assets, yet the stocks 
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of these companies sell at moderate prices simply because 
their earnings are moderate. 

The earning power of different companies varies greatly 
between companies, between industries, and from periods 
of depression to periods of prosperity. It is only natural 
to expect, then, that by examining the size of company 
profits one might find some clew as to the future trend of 
stock prices. The discussion will presently lead to a con- 
sideration of data such as railroad gross earnings, dividend 
payments by industrial corporations, and the number of 
business failures which give some clew as to the size of 
business profits or losses. 

But no business can progress unless it buys at a price 
and sells at a price which leaves a margin of profit. From 
the standpoint of the common stockholder, this profit 
margin between cost and selling price is of fundamental 
importance. As long as the difference between cost and 
selling price is wide enough the company usually makes 
money, but as soon as the margin grows too narrow the 
company loses money. The common stockholder gains 
or loses according to the width of these price margins, 
because profits and losses resulting from them affect the 
value of his stock. In the search to find dependable 
barometers of the stock market the price fluctuations 
of individual commodities such as pig iron, coke and 
cotton sheetings, as well as index numbers of general 
prices will be examined in an attempt to judge the relation 
between price movements and the value of common stocks. 

Volume of Business Important 

There is another factor here which must be considered. 
Even granting that cost and selling prices are satisfactory, 
it is necessary that a company do a certain volume of 
business before it can make profits. Data which shows the 
volume of goods being produced should, therefore, give 
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some indication of the size of business profits. It is to 
be expected that in such data as pig-iron production, coal 
production, unfilled steel orders, building contracts 
awarded and the like, will be found some very useful 
barometers of stock market conditions. 

Goods are not produced, however, unless consumers are 
willing to buy them. Consumers must show a demand 
for articles before the manufacturer will be tempted to 
produce them in quantities. In the final analysis it is the 
consumer who directs the production of goods. Thus he 
plays a most important part in the fluctuations of business 
activity which make profits rise and fall, production ebb 
and flow. Data like department store sales, mail-order 
sales or chain-store sales, which indicate the size of the 
consumer’s demand, should give some indication of the 
size of business profits and in this way of the trend of 
stock prices. 

Maladjustment between Output and Consumption 

Usually consumers are buying goods either more rapidly 
or more slowly than they are being produced, for it is 
seldom, indeed, that consumption and production are 
being carried on at the same rate. The data which show 
the relation between production and- consumption are 
given by the volume of trade. Railroad car loadings, the 
amount of money changing hands in business transactions, 
and other statistics, give indication of the soundness of the 
relationship between production and consumption. 

In those rare cases when consumption and production 
are being carried on at a uniform rate the relationship is a 
sound one, for no more goods are being produced than are 
being used. But if goods are being produced faster than 
they are being used, manufacturers are building up stocks 
of goods. This is ordinarily a bad sign, because sooner 
or later production will have to slow down until the stocks 
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of goods are cut down to a healthy size. On the other 
hand, if goods are being consumed faster than they are 
being made, it means a satisfactory condition and indi- 
cates that in the future general business will increase. In 
either case, whether there is an excess of production or an 
excess of consumption, the condition is reflected in the 
price of common stocks. 

In the present business system, large use is made of 
credit in the transfer of goods between raw-material pro- 
ducers, manufacturers, middlemen, retailers and final 
consumers. Our money system greases the business ways, 
until such time as the demand is too great and the supply 
of grease gives out. The transaction of business today 
is dependent to a significant degree upon the available 
supply of money and credit, money rates, and the willing- 
ness with which banks grant loans to business men. It 
is impossible for business to revert to the custom of bar- 
tering used by the ancients. It is impossible nowadays to 
carry on business without banking accommodations, and 
without adequate banking accommodations business can- 
not be carried on at a profit to stockholders. In this 
manner money and banking exercise a powerful influence 
on the value of common stock. 

Some of the types of data which affect profits have 
been outlined very briefly. But after considering prices, 
production, consumption, the volume of trade and money 
and banking, there is still an important class which has 
not been included. These are the data to be found within 
the speculative market itself. When companies are 
enjoying large profits it is easy to induce investors to 
place their money in new enterprises. During such times 
it is natural to expect that data showing the volume of 
new stocks and bonds placed on the market would show 
large increases. On the other hand, during a period of 
small business profits one would expect the volume, of 
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such security offerings to be low. The relative activity 
of the stock and bond market should give some clew to 
the trend of stock prices. 

Charts Not Mathematical Guides 

The ingredients of which bull and bear markets are 
made are the profits of corporations, the price margins at 
which business is carried on, the volume of production 
and the volume of consumption, the volume of trade, 
the money and banking situation, and the conditions 
existing within the stock and bond markets themselves. 
In the above order the factors which influence stock 
values will be discussed and data presented which will 
help to estimate the future trend of stock prices. 

Before discussing the influences which affect stock prices, 
there is another matter which might well be taken up. 
Throughout these studies numerical figures called ‘^statis- 
tical series” will be used to represent the trend of pig-iron 
production, interest rates, or some other series of data. 
In order to permit the reader to see clearly the relationship 
between each of these series and stock prices, charts are 
used. It is obvious that by simply looking at a column 
of figures such as 56.4, 59.3, 62.8, 78.9, 54.2, and so forth, 
it is very difficult to grasp their magnitude and significance. 
Charted, however, the fluctuations become at once more 
intelligible and significant, for the eye can more easily 
grasp a picture than it can a series of figures in tabular 
form. 

The use to which charts are to be put in these studies 
should be clearly understood. No case is made here for 
the “chart fiend” who, observing how symmetrical certain 
statistical data appear when charted, seems to come to the 
conclusion that the stock market is controlled by an 
architect who possesses an unusually fine sense of pro- 
portions. He does not attempt to understand the work- 
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ing of the business system, but believes the whole solution 
can be found in the laws of mathematics. When a stock 
falls above or below a certain line on his chart, the “chart 
fiend” acts automatically; he does not feel that the human 
element is worth a snap of the finger. 

Herein lies the weakness of his “system,” for nothing is 
more certain than the fact that men do not buy stocks in 
sufficient quantities to cause a bull market or sell them in 
sufficient quantities to cause a bear market by the use of 
any mathematical rule. On the contrary, they buy and 
sell when their instinct tells them. The size of their 
pocketbooks and their analyses of the future lead them 
to act, and there is no law of mathematics to coerce them. 

Charts Prevent Ili>-Advised Action 

Charts are used for two distinct purposes : they give a 
more accurate picture of actual conditions than could 
be obtained from the figures themselves; and they allow 
the investor to maintain his equilibrium by giving a cor- 
rect impression when tips and rumors and gossip run 
rampant, which might lead him to act unwisely. 

The stabilizing influence of charts is very important. 
Under the influence of gossip, tips and rumors a normal 
person will feel a tremendous urge to act. He simply 
cannot rest until he has acted. He tries to reason with 
himself, but unconsciously finds that the desire to do a 
certain thing has so distorted his memory as to the reasons' 
why he should not, that his basis for sound judgment has 
been destroyed. He magnifies the favorable factors and 
minimizes the unfavorable factors. In the end he does 
as the tips and rumors have told him to do. 

Here is where a chart will faithfully direct him; it will 
show him a true picture of conditions uncolored by false 
gossip, 'tips or rumors. If the investor is thus guided, he 
will have no cause to look back upon his actions unable to 
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believe that he ever could have been tempted to act as 
he did in the face of so many danger signals. 

As they will be used here, charts are not intended to 
forecast with mathematical accuracy, but only to give a 
true picture of general conditions. History is a reliable 
teacher, and it is fortunate that in this case historical 
records can be represented in simple chart form. 



Chapter II 


Business Failures 

T he foundations for bull and bear markets, as we 
know them today, were laid in 1763. Two English- 
men broke the ground. In 1763 Hargreaves in- 
vented the spinning jenny. A year later Watt invented 
the steam engine. With the spinning jenny and steam 
engine came the “Industrial Revolution.” 

While there had been many important inventions before 
these two, none of them had affected the business life of 
the people to the same extent. The printing press, 
movable type for printing presses, gun powder, and other 
inventions affected the social and political life of the 
people more than their business activities. But the 
spinning jenny was revolutionary, because for the first 
time it allowed machines to supplant hand labor on a large 
scale. Then came the steam engine to provide a means 
of transporting the product of the spinning jenny rapidly 
and in large quantities. Thus the spinning jenny was the 
basis of today’s “mass production,” and the steam engine 
provided the method of making a market for the product. 

America’s AIany Contributions 

In the development of automatic machineiy, America, as 
everyone knows, has gone the English one better. Fulton 
and Fitch, steamboat inventors; Perkins, nail-machine 
inventor; Whitney, inventor of the cotton gin;Newbold 
and his iron plow; Whittmore and the carding machine; 
and Evans with a high-pressure steam engine constituted 
the first contingent of the American army of inventors 
who even before the year 1800 had perfected inventions 
which led to what is known in history as the “Industrial 
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Revolution.” After 1800 the development of new inven- 
tions was even more rapid, and recently it has reached its 
zenith in the development of mass production in big 
American automobile plants. 

Division of Labor Results 

In the present consideration, the most important effect 
of these new inventions has been to specialize each process 
from producer to consumer. Instead of one worker’s 
performing all the operations necessary to complete an 
article, under this new regime he performs only one small 
task, and often does not even see the finished product. 
Entire companies specialize; that is, they perform only a 
part of the work necessary to make a finished article. 
Whereas the primitive fanner made his plow from a single 
piece of wood, cut and fashioned by his own hands, the 
modern farmer buys a plow made by the combined efforts 
of several different concerns. One factory might make 
only the handles, another the bolts, another the iron share, 
and perhaps still another does nothing but assemble these 
parts. 

The Origin of “Business Cycles” 

In marketing the finished product, there is a further 
specializing of the process of production. Some sort of 
system had to be arranged by means of which the plow 
manufacturer in Michigan could sell his product to farmers 
in Maine or North Dakota. Thus grew up the manufac- 
turer, the wholesaler, and the retailer, each of whom per- 
forms some part of the work necessary to place the product 
on the market. The result has been to further specialize 
the processes required to complete the finished product. 
This specialization of processes in turn increased the risks 
which business men had to take. A sudden increase or 
decrease in demand for a product could not so easily be 
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taken care of when it was necessary to speed up or slow 
down the production of many different plants. It was 
during the years when industry was being transferred 
from the home to the factory that full-fledged “business 
cycles” first made their appearance. 

New Regime Increased Risks 

In their quest for profits, business concerns have had to 
take countless risks : the risk that accompanies the intro- 
duction of all new inventions, style risks, credit risks, risk 
of price fluctuations, and a thousand and one other risks. 
While it is impossible for a concern always to choose only 
the wise risk, in the long run it must have chosen a 
majority of its risks wisely if it is to stay in business. 
Obviously there must always be an excess of profits over 
losses if a business is to succeed. 

The concerns which do not choose their risks wisely 
suffer losses and ultimately fail. The relationship between 
these firms which fail, and stock prices, has at times in the 
past been very significant and is deserving of detailed 
study. 

All Business Failures Not Recorded 

Manifestly, it is impossible to keep records showing all 
companies which fail in business. There are hundreds of 
companies annually which prove unprofitable and retire 
quietly from the business arena, as their owners cover the 
losses with their private resources. Such companies do 
not enter into the bankruptcy courts and, therefore, there 
is no record kept of them. 

Most businesses, however, are called upon to stand on 
their own feet. If they consistently lose money, they fail, 
are forced into the bankruptcy courts, and they are placed 
on public record. Data showing the total number of such 
failures are kept by two credit-advisory bureaus: Dun’s 
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and Bradstreet’s. The figures which the two bureaus 
publish are in substantial agreement at all times, the slight 
difference which does occur being caused by their different 
definitions of what constitutes a “business failure,” and 
the fact that one of them includes bank failures and the 
other does not. Figures are published every Saturday in 
both “Dun’s Review” and “Bradstreet’s,” showing the 
number of failing concerns and total liabilities. The 
figures are widely copied by the daily papers. At the end 
of each month these weekly figures are combined into 
monthly figures. It is the monthly figures that will be 
examined here. 

Number of Failures Significant 

Theoretically, it would seem as though the total number 
of dollars involved in failures would be more significant 
than the number of concerns failing, since one large failure 
for ^10,000,000 will have a more disastrous effect upon 
general business than a smaller failure for $1,000,000. 
Experience has shown, however, that the figures showing 
the total liabilities of firms failing, fluctuate closely with 
the number of firms failing, and that the number of firms 
failing is not so erratic in its fluctuations. Because of its 
steadiness, the number of failures is more appropriate as 
an index of general business conditions. 

In analyzing the failure figures. Dun’s and Bradstreet’s 
have classified them according to causes of failures, 
according to industries, and by geographical sections of 
the country. While these refinements are not particu- 
larly useful in determining the trend of the general stock 
market they are helpful in determining conditions within 
a specific industry. Should an investor be interested in 
determining conditions in a particular industry, he will 
find the classifications by industries and by, sections of the 
country helpful. In order to give an idea of the contents 
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and significance of these classifications they will be 
described. All of these classifications made should help 
to a better understanding of the significance of the failure 
figures. 


Mathematical Interpretations of Human Affairs 


Bradstreet’s classification of the causes of business 
failures affords an excellent illustration of the fact that 
human affairs cannot be represented with great mathe- 
matical accuracy. Bradstreet’s, in one of its classifica- 
tions, places a mathematical interpretation on the cause 
of business failures: 


Failures due to: 

Incompetence . . . . 

Inexperience 

Lack of capital . . . 
Unwise credits . . . . 
Failures of others . 

Extravagance 

Neglect 

Competition 

Specific conditions 
Fraud 

Total 


1921 

1920 

32.0% 

32.5% 

5.8 

6.7 

29.4 

32.4 

1.1 

1.8 

1.1 

1.2 

.4 

1.2 

1.3 

1.3 

.9 

1.5 

23.3 

14.4 

4.7 

7.0 

100.0% 

100.0% 


The compilers of this table probably would be the first 
to acknowledge that the figures are little more than 
guesses. It is almost impossible to ascribe the causes of a 
failure to a single factor such as incompetence, inex- 
perience, or lack of capital. Failures are generally due to 
many causes and it is usually impossible to give a single 
explanation. 


Two Causes of Failures Not Classified 

Many failures are caused by the fact that businesses 
are promoted which have no economic justification; that 
is, the company serves no useful purpose in the business 
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system and is doomed to failure from the start. When 
business is good and prices rising it is often possible for 
these industrial fantasies to keep up their bluff, but they 
fail in large numbers when business again becomes dull 
and prices fall. This affiliation between business failures 
and commodity prices is important and will be considered 
later, but the main point here is that many concerns fail 
because there is no justification for their existence. 

The insatiable desire of business men to make their com- 
panies as large as possible is also responsible for many 
failures. In their craving for extension and expansion, 
men overbuild, overbuy, overproduce, overextend credit, 
and oversell. Bankers play an important part in these 
enlargement programs, for when bank reserves are high 
they encourage borrowing in an effort to make a profit 
on the capital of their banks. The critical point is reached 
when bankers find they have carried their lending opera- 
tions too far and commence to call their loans. The 
failures thus caused may be attributed in the above classi- 
fication to “lack of capital,” whereas in reality they were 
caused by unwise expansion. Thus it is seen that two of 
the fundamental causes of business failures, — no economic 
justification and overexpansion — cannot be found sepa- 
rately in the above table. 

Failures Classified by Industries 

Dun’s further classifies failures by branches of business. 
This sort of arrangement will prove helpful to an investor 
who is interested in conditions within a specific industry: 

Manufacturers: 

Iron, Foundries, and Nails 
Machinery and Tools 
Woolens, Carpets, and Knit Goods 
Cottons, Lace, and Hosiery 
Lumber, Carpenters, and Coopers 
Clothing and Millinery 
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Hats, Gloves, and Furs 
Chemicals and Drugs 
Paints and Oils 
Printing and Engraving 
Milling and Bankers 
Leather, Shoes, and Harnesses 
Liquors and Tobacco 
Glass, Earthenware, and Brick 
All other 

Total Manufacturing 


Traders: 

General Stores 
Groceries, Meat, and Fish 
Hotels and Restaurants 
Liquors and Tobacco 
Clothing and Furnishing 
Dry Goods and Carpets 
Shoes, Rubbers, and Trunks 
Furniture and Crockery 
Hardware, Stoves, and Tools 
Chemicals and Drugs 
Paints and Oils 
Jewelry and Clocks 
Books and Papers 
Hats, Furs, and Gloves 
All other 

Total Trading 

Agents^ Brokers, etc. 

Total Commercial 

Since it is the purpose of this book to study movements 
of the entire stock market, statistics showing the total 
number of business failures will be of greatest value. 
Either the Dun’s or Bradstreet’s figures would be adequate 
for use here. 

Bradstreet’s Number of Business Failures 

The number of business failures as reported by Brad- 
street’s was arbitrarily selected for use. It is now the 
purpose to estimate the value of these figures showing 
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business failures as a barometer of the stock market. It 
is obvious from Chart 3 that we must examine them 


BUSINESS FAILURES AND STOCK PRICES 



CHART 3 

Professor W. L. Crum suggests a downward revision of the pre-war Dow 
Jones Industrials in order to put the 12 stocks used before the war and the 20 
stocks used after the war on a comparable basis. The two averap^es are not 
on the same basis unless a downward revision of about 25% is made in 
the pre-war averages. This change is discussed in detail in Chapter XVIIL 
The figures used in all the charts in this book have been revised as suggested 
by Professor Crum, thus lowering the pre-war Dow Jones Industrials about 
25% below the figures as usually published. After the war the averages as 
charted agree with the present Dow Jones figures. 

closely if they are to prove helpful because a first glance 
reveals only a series of figures which seem disorderly and 
perplexing. 

Refined Statistical Methods Unnecessary 

It is apparent that there is a marked increase in business 
failures the first of each year as annual corporate reports 
are being issued, and that, after this harvest has been 
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reaped, the number of failures declines in mid-year. 
These characteristic movements which occur regardless of 
the general high or low position of the failure curve are 
known as “seasonal” fluctuations. 

How Moving Average Is Made 

The seasonal movements in business failures are so 
pronounced that it is advisable to eliminate them. To 
simplify the flgures, a twelve months moving average has 
been taken. The method used was merely this: the 
monthly figures from January to December, 1905, were 
added and divided by the number of months in the year, 
viz., twelve. The average figure thus obtained was used 
to represent the last month of all the twelve months used, 
in this case the month of December, 1905. To obtain the 
January, 1906 figure, the average was “moved” along: 
the January, 1905 number of business failures was dropped 
and the January, 1906 failure figure added, and again the 
total was divided by twelve. In this way a series of 
figures is obtained from which the seasonal variation has 
been eliminated. 

A great deal will be learned about the peculiarities of 
this type of moving average as the investigation pro- 
gresses. But here it should be noted that because of 
the fact that it is centered on the 12th month, rather than 
on the 6th or 7th months which would, of course, be 
nearer the middle, this moving average usually changes 
direction after the actual figures have changed. The 
tendency is for the moving average to move about five 
months later. At first thought this might seem to be a 
serious objection to the use of this statistical device — 
but let the device speak for itself. Only here let one be 
cautioned against reasoning from the moving average. 
Because the moving average of a series like pig-iron pro- 
duction is usually rising when stock prices are declining 
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one should not conclude that the volume of pig iron being 
produced is actually increasing until one has consulted the 
actual figures and made sure that such is the case. 

The Secular Trend 

There is another type of movement which is often cor- 
rected by refined statistical methods, but for present pur- 
poses it is only necessary to make a mental note of it. 
One would naturally expect that as the country grows 
there will be a larger number of firms which are potential 
failures. But since from the standpoint of general busi- 
ness conditions it is no more significant if 1000 firms fail 
with 1,000,000 concerns in business, than if 2000 fail 
out of a possible 2,000,000, the growth of the country 
must be taken into account. It is easy to do this by 
imagining a line of “growth” which will cut the curve for 
failures into equal parts, so that the areas above this 
line to the failure curve will be equal to the areas below 
the line of growth to the failure curves. Ignoring the 
years 1918, 1919, and 1920, for reasons to be explained 
presently, this growth line, often called the “trend,” or 
line of “secular trend,” is found to begin about 900 
on the left-hand side of the chart and end about 1900 on 
the right-hand side of the chart. In other words, whereas 
in 1905 it was common to expect on the average 900 
failures a month, — after making allowances for the season 
of the year, — in 1926 it is normal to have as many as 
1900 failures a month. 

Comparing Heterogeneous Units 

It is illogical to compare figures in dollars with figures 
stated in pounds, bushels, millions of dollars, or any 
other unit, if a chart with an ordinary scale is used. But 
by using a ratio scale it is possible to make direct com- 
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parisons between the slope of one curve and that of 
another regardless of the unit of measurement used. 
No matter whether the series is quoted in dollars, cents, 
pounds, or any other unit, direct comparisons can be 
made between the curves because the figures are expressed 
in terms of percentages when plotted on a ratio scale. 
The ratio scale shows percentage relationships. 

Many Failures when Stock Prices Are Low 

The data showing the actual number of business failures, 
uncorrected by computing a moving average, are useful 
in at least one connection. At times these figures show 
abnormal increases. In October, November, and Decem- 
ber, 1907, and in January, 1908, in November and Decem- 
ber, 1914, and January, 1915, in December, 1920, and 
late in 1921, the number of failures increased greatly. 
It is most significant that about the time that failures 
were unusually heavy, stock prices were at their lowest 
levels. In other words, in 1907 failures gave an indication 
that the bull market of 1908 and 1909 was near at hand; 
in 1914 that the bull market of 1915 and 1916 was coming; 
and more recently, in late 1920 and 1921, that the bull 
market of 1922 and 1923 was in the making. In the past 
whenever stocks have declined substantially, an abnor- 
mal increase in business failures has meant that stock 
prices were at low ebb and were due to rise. 

Value of Moving Average of Failures 

The moving average of business failures is less erratic in 
its fluctuations than are the actual figures. The moving 
average shows a definite trend, which is usually in one 
direction for considerable periods of time. It is easier 
to draw conclusions as to the relationship between failures 
and stock prices from these moving-average figures. 

The moving average generally turns upward about the 
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time that stock prices are low. This occurred in 1907, 
1915, and 1920 in a most pronounced manner, and less 
decisively in 1911 and 1924. Whenever the line has risen 
rapidly it has signified the beginning of an important 
bull market. For barometric purposes, these moving- 
average failure figures possess one important virtue that 
the actual figures do not. On several occasions they have 
given definite indications that stock prices were high. 
In 1906, 1909, 1916, late in 1922, and 1925, they declined 
sharply after reaching a peak. Few failures generally 
meant high stock prices, and it will be observed that 
about the time that failures began to decline stock prices 
in the past were at high levels. 


Barometer Acts Queerly 

So far a discussion of the sharp decline in business 
failures in 1917, 1918, and 1919 has been carefully avoided. 
These years call for special consideration. 

What happened to the barometer in 1917, 1918, and 
1919 that it declined so abruptly, and what caused the 
tremendous increase in failures in 1920 and 1921? The 
explanation lies in the fact that it is easy for concerns to 
make money when prices rise, and difficult for them to 
make a profit when prices decline. The faster prices rise, 
the easier it is to make money; the faster prices decline, 
the more difficult it is to make money. Commodity price 
fluctuations will help us to explain the queer antics of the 
barometer from 1917 to 1921. 

The close relationship between the business failures and 
commodity prices is at once apparent when they are shown 
together as in Chart 4. From this comparison it is 
obvious that the increase in commodity prices in 1917, 
1918, and 1919 made it easy for concerns to make money. 
Hence there were few failures. But what a harvest of 
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failures was reaped with the sharp decline in commodity- 
prices in 1920 and 1921! 

It is ob-vious that a price upheaval, such as that which 
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CHART 4 

culminated in 1920, destroys the barometric value of 
business failures. 

Barometric Value of Failures 

Summarizing the value of business failures in stock 
market forecasting, it has been seen that the actual figures 
are useful principally to show the starting point of broad 
bull markets; a very large number of failures indicating 
the proximity of a bull market. The moving-average 
figures of business failures are useful in two connections : 
when they turn upward after a prolonged decline, stock 
prices are generally low; when they turn sharply down- 
ward after a prolonged rise, stock prices are often high. 
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The main disadvantage of these failure figures is that a 
price upheaval will render them practically valueless for 
barometric purposes. 

Corporate Deficits 

From this discussion, one must not assume, however, 
that failures represent all the losses which companies suffer 
as business moves from periods of prosperity to periods of 
depression. Losses need not necessarily result in failure. 
In 1919, 34% of all the corporations in the United States 
reported losses; in 1920, there were 41%; and in 1921, 
52% — ^more than half of all the concerns in the country — 
reported net losses for the entire year. But a firm does 
not fail merely because it loses money during one year. 



CHAPTER III 


Earnings and Dividends 

F ew concerns make money from the very start, 
and all companies suffer occasional losses even 
after they are well established. Usually, however, 
profits accumulated in good years more than offset the 
losses sustained in bad years and the company continues 
to do business in spite of periodic losses. 

Many attempts have been made to limit the size of 
profits which a business might earn. Especially has 
this been true of railroad and public utility corporations. 
Certain attempts have also been made to eliminate profits 
entirely. In Russia a communistic government pro- 
hibited profits to capital. As a result of this drastic 
move, however, the production of goods almost stopped, 
and business progress was brought to a standstill. The 
limitation of profits in an industry usually has the effect 
of shifting capital and labor into more remunerative 
industries where the profit possibilities are not curbed. 

In order to understand profits more fully it is necessary 
to consider how they are made and how they are measured. 

Nothing Risked, Nothing Gained 

“Nothing risked, nothing gained,” says the old adage. 
Here in a nutshell is the explanation why some men 
make profits and others do not. In order to make money 
a business must take chances. Some risks can be avoided, 
but if a business refuses to take any risks, it will make 
no profit at all. The size of a company’s profit will 
increase or decrease in proportion to the accuracy with 
which the wiser risks are chosen. 

The publishing of accurate information showing com- 
modity stocks on hand, output, sales, prices, wages, etc., 
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is part of a constant endeavor to reduce the number of 
risks in business. The shipowner may obtain a weather 
forecast from the Weather Bureau. The statistical data 
revealing conditions in industry serve the same purpose 
for the business man who desires to avoid the storms of 
industry. But in spite of this information, profits vary 
because business men interpret the data in different 
ways, just as shipowners will interpret weather forecasts 
in different ways and sometimes decide to take a chance 
in spite of warning signals. 

Variation in Earnings 

Not alone does the size of one company’s profits vary 
from another’s within the same industry. Profits also 
vary greatly from one industry to another. In 1920 the 
leather industry was prosperous, the automobile business 
fairly poor. In 1926 the tables were reversed, the leather 
industry was in a bad condition and the automobile 
industry prosperous. 

Of all types of profit variations, however, what is most 
significant here is the fact that, taking all business con- 
cerns as a whole, profits increase and decrease in cycles 
with the periods of business prosperity and depression. 
This fact will be examined further, but first it will be 
necessary to get an idea of the manner in which profits 
are measured. 


Measuring Size of Profits 

The “net profits” of a business cannot be accurately 
obtained by merely subtracting total expenses from total 
receipts. The difficulty lies in estimating “expenses.” 
The most obvious items of expense would be the cost of 
materials, power, light, heat, salaries and wages, interest 
on bank loans, interest on bonds, and office expenses. 
But expenses cannot be calculated so easily as this. 
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If the stockholders received all the money left after 
these expenses had been paid, eventually when the 
equipment was worn out there would soon be nothing left 
of their original investment. Provision must be made 
for the replacement of buildings and equipment, or the 
business cannot go on. Experience has shown that without 
repairs, a frame building will be useless in about twenty 
years, a brick building in about thirty years, and a con- 
crete building in about forty years. Machinery deteri- 
orates or becomes obsolete at an even faster rate. There- 
fore, if all that which is apparently net profit is given to 
the stockholder, with no allowance for the replacement 
of worn-out equipment, he will find that his principal 
has been returned to him in the guise of a “dividend.” 

There are many hazards such as theft, accident, fraud, 
credit, and fire against which a company must insure 
itself. But after adequate provision has been made to 
insure against all possible hazards, as well as for the 
replacement of buildings and equipment, the money 
which is left, if the business has been successful, is the 
stockholders’ surplus. 

Balance-Sheet Manipulation 

It is possible to manipulate balance sheets to show 
larger or smaller earnings than actually exist. In an 
effort to vindicate a poor management, maintain the 
legality of its bonds, sell its securities, or to profit by 
market price fluctuations of its stock, a company’s bal- 
ance sheet may be “padded.” In this way, the true 
condition is not disclosed until it is advisable or necessary 
to do so. 

Although inaccurate accounting methods are sometimes 
used intentionally, even the most scientific and honest 
accounting systems can do little more than guess at the 
actual size of business profits. For it is impossible to 
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state in terms of dollars such intangibles as good will, 
patents, copyrights, or even the present value of property 
or raw materials. 

At best the balance sheet can be little more than an 
estimate of the condition of the business only at the 
moment the figures are calculated. The items in the bal- 
ance sheet change so rapidly in value that the day after 
the balance sheet is made it often does not give a true 
picture of conditions. 

Disposition of Profits 

After making adequate allowances for all contingencies, 
the question of what to do with the surplus arises. It 
belongs to the stockholders; but if it is all paid out to them 
as dividends, there would be no funds with which to 
carry on the expansion of the company. 

It is the duty of the directors to decide what proportion 
of surplus profit shall go to the stockholder and what 
proportion shall be reinvested. There can be no hard 
and fast rule in this connection. Usually directors decide 
to keep a portion of the company’s earnings for the purpose 
of expanding the business. After paying a 6% or 7% 
dividend rate, directors generally reinvest the remainder 
of the surplus in the company, if by so doing they can 
receive a larger return on the money than a stockholder 
could by investing the same amount outside the company. 

Again, if companies paid out all that remained after 
reinvesting part of business profits in the company, the 
dividend rate would vary widely. Since it is not uncom- 
mon for the soundest companies to lose money at times, 
the stockholder might even be called upon to return some 
of the money he had received. Such proceedings would 
prove embarrassing to the management and disagreeable 
to the stockholders. In order to have money with which 
to carry on an expansion program for the company, with 
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which to meet unforeseen expenses, and with which to 
maintain a steady dividend rate, it is desirable to pay 
out only a portion of earnings in the form of dividends. 

Data Indicating Si2e of Profits 

It has been noted that business cannot be carried on 
successfully without the stimulus of profits, that profits 
result from taking risks, that profits cannot always be 
measured definitely, and that it is not safe to pay out all 
of the profits in dividends. These facts are of assistance 
in understanding the methods used to measure profits 
and the value of the data when* used as barometers of the 
stock market. 

In an attempt to calculate the profits of a company, 
gross earnings are a primary consideration. Gross earn- 
ings are earnings before expenses are deducted. Because 
of the large variations in the cost of labor, raw materials, 
and the innumerable other expenses of manufacture, large 
gross earnings do not necessarily spell large net earnings. 
In fact, large gross earnings may dwindle to an actual loss 
after all expenses have been met. 

Therefore, net earnings, or the actual profit after every 
expense has been deducted from gross earnings, would 
seem to be the more significant from the stockholders’ 
point of view. However, many concerns constantly 
making large net profits do not pass on any substantial 
portion of this profit to their stockholders. Since the 
value of stock rests definitely upon the amount of divi- 
dends paid, it would seem that actual figures of dividends 
would prove the best barometer of stock prices. 

But here again there are difficulties. It is becoming a 
custom in financial circles to declare dividends only after a 
prolonged record of yearly earnings has proved that a 
certain dividend rate can be maintained. Dividend pay- 
ments, therefore, are becoming less sensitive to the changes 
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in earnings, which, in turn, are caused by changing con- 
ditions in business as a whole. 

Gross earnings, net earnings, and dividend paynaents all 
seem to have objectionable features for use as stock mar- 
ket barometers. But there is no series of statistical data 
which does not have its limitations. The available data 
must be taken for what they are worth, keeping the 
deficiencies in mind. 

Railroad Gross Earnings 

The only comprehensive data available showing gross 
earnings is that furnished by the railroads. The Inter- 
state Commerce Commission compels the railroads to 
publish monthly statements of their gross earnings. In 
order to obtain figures which would show general business 
conditions several agencies have lumped the gross earnings 
of representative railroads together. These records have 
been kept over a period of years. 

The gross earnings of railroads have been combined in 
many different ways. In this study two series of figures 
are used, since no one series has been carried back far 
enough. The data from 1905 to 1917 was compiled by 
the Babson Statistical Organization. It is a record of 
monthly gross earnings of ten leading railroads, including 
eastern, western, and southern roads. Since 1917 the 
American Railway Association has kept records of the 
gross earnings of thirty railroads, — ^ten eastern, ten 
western, ten southern. Babson’s figures for the years 
1905-1917 and the American Railway Association’s figures 
for the years 1917 to date have been placed side by side 
for use here. 

Railroad gross earnings figures show distinct seasonal 
fluctuations. Railroad traffic is light in the spring and 
summer, and heavy in the fall and winter during the 
harvesting and holiday seasons. Gross earnings, there- 
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fore, decline in spring and summer, and rise in autumn 
and winter. These seasonal fluctuations are so pro- 
nounced that the actual figures are confusing when charted 
alone. A twelve-month moving average such as was 
taken of the figures of business failures in the preceding 
chapter has eliminated these fluctuations. 

Gross Earnings Indicate General Activity 
Chart 5 shows that railroad gross earnings increased 
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steadily from 1905 to 1920, and since 1920 have increased 
at a much less rapid rate. Since the gross earnings of 
the ten railroads prior to 1917 and those of the thirty rail- 
roads since 1917 have been charted on a ratio scale, they 
are directly comparable, in spite of the difference in the 
total earnings. It is also possible to compare their move- 
ments directly with the Dow Jones railroad stock prices. 

One would naturally expect that the rapid growth in 
gross earnings between 1905 and 1920 would have caused 
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a sharp rise in the value of railroad stocks, A glance at 
the chart, however, shows that just the opposite occurred. 
During this period, when railroad gross earnings were 
increasing by leaps and bounds, the value of railroad 
stocks was declining. Such a seemingly illogical situation 
demands an explanation. 

Large Gross Does Not Always Mean Large Net 

A large volume of business does not necessarily yield 
large net profits. From the total amount received from 
passengers and from charges on freight, mail, express, and 
baggage, must be deducted such things as wages, cost of 
supplies, repairs, and replacements. 

If railroad rates remain the same, the gross earnings of 
the railroads will naturally increase as the country grows, 
because the amount of trafiic will increase. However, the 
cost of operating the railroads may increase still more 
rapidly. From 1897 to 1918 the operating expenses of 
railroads increased about 200%. While increased trafiic 
acted as a partial offset, the meagre 12% to 20% increase 
of rates allowed the railroads by the Interstate Commerce 
Commission in 19 18 hardly solved their problem of meeting 
the increased cost of operation. 

Thus the railroads might have profited by the increased 
volume of business if they had been able to increase their 
rates when the operating costs rose, as most industrial 
concerns were free to do. Railroad gross earnings do not 
give an accurate estimate of what net earnings are going 
to be but are useful only as a gauge of the amount of 
traffic in the country. As such, however, they measure 
the degree of business activity. 

Comparison of Rails and Industrials 

The movements of railroad stock prices in relation to 
industrial stock prices during this period may be com- 



42 FORECASTING STOCK MARKET TRENDS 


pared by using Chart 5 with Chart 6 on page 46. From 
1905 to 1912 both the rails and industrials moved to- 
gether closely. Each rose and fell in about the same pro- 
portions with the ebb and flow of business activity. From 
1912 to 1921, however, it was a different story; the rails 
did not move with the rest of the stock market. In the 
1915-1916 bull market, when- the industrial averages rose 
100%, the railroad averages rose less than 30%; but in 
the bear market that followed in 1917 the rails declined 
as much as the industrials. The sharp rise in commodity 
prices during these years increased operating expenses 
of railroads at a time when they were unable to raise their 
rates. 

In 1919 railroad stocks again failed to respond during 
the bull market of that year. And during 1920, when 
commodity prices were at their highest point, rails sold 
about as low as at any other time during the period. 
Since 1920 there has been a sharp decline in the cost of 
railroad operation, and there has been a correspondingly 
substantial rise in railroad stock prices. 

Use of Gross Earnings in Forecasting 

The rise and fall of railroad gross earnings with business 
activity is apt to be obscured if the figures are not examined 
closely. During the period from 1905 to date there were 
only four gross earnings cycles caused by the ebb and flow 
of business: 1907, 1908, and 1909; 1913, 1914, and 1915; 
1920, 1921, and 1922; and 1923, 1924, and 1925. By ob- 
serving these four cycles the value of railroad gross earn- 
ings as a barometer of stock market conditions must be 
judged. 

During the entire 25-year period studied here, the 
moving average of railroad gross earnings declined only 
four times: in 1908, 1914^1915, 1921-1922, and in 1924r- 
1925. With one exception, 1914r-1915, when gross earn- 
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ings declined, stock prices rose. One should not be led 
to the false assumption, however, that railroad earnings 
declined because stock prices rose. 

It is commonly known that the stock market forecasts 
future earnings. If this is true, then the decline in rail- 
road earnings which was just observed, had already been 
foretold by falling stock prices some months previous. 
The chart shows that many months before gross earnings 
declined, stock prices actually had been declining. But 
for the present study, the useful part of this relationship 
is that by the time gross earnings commence to decline, 
the stock market has about discounted the decline in 
earnings. In other words, when earnings decrease the 
stock market decline has been completed, and a rise, 
discounting larger gross earnings, is about to begin. When 
railroad gross earnings have started to decline, stocks have 
been a “buy.” 

Railroad gross earnings are not so emphatic in their 
indications to sell stocks. Often no mistake would have 
been made if stocks had been sold a few months after 
gross earnings had turned definitely upward, but this 
rule is hardly practical enough for use. 

In 1911, 1912, and 1913 railroad gross earnings failed to 
function normally. Little was missed, however, since 
during these years there was no bull or bear market 
worthy of the name. Again in 1917-1918, due to the 
abnormality of the war years, gross earnings of railroads 
did not forecast accurately. During those years there 
was an even greater demand for transportation facilities. 
If one had been depending upon the indications of rail- 
road gross earnings, he would have missed the bull market 
of 1919. Since then, however, conditions seem to have 
returned to normal, and the barometer seems to be 
functioning in better style. 

It has been observed that in the past when railroad gross 
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earnings figures turned downward stock prices were low; 
a few months after the moving average of earnings turned 
upward stock prices were often high. Since railroad 
gross earnings give indications of business activity in 
general as well as the railroad situation, these figures are 
as useful in gauging the trend of industrial stock prices as 
forecasting the prices of railroad stocks. 

At present most industrials and railroads do not go to 
the trouble or expense of publishing net earnings figures 
frequently. This is mainly because it is almost impossible 
even by a budget system to include every item and judge 
every expense accurately for a single month. Such 
material, if available, would prove extremely useful in 
forecasting stock and business trends. Perhaps under 
the present movement for greater corporation publicity a 
system will be evolved by which data giving quarterly or 
even monthly net profits of concerns will be published. 
For the present, however, railroad gross earnings are the 
most satisfactory monthly earnings figures available. 

Size of Dividend Payments 

The question of the proportion of earnings which should 
be paid out in dividends has already been discussed. It 
was seen to be dependent upon three variable factors: 
first, the accuracy with which allowances have been 
made to insure the company against depreciation, deple- 
tion, and special hazards; next, the amount which the 
directors feel they can profitably reinvest in the com- 
pany; and, third, the steadiness of the company's earnings. 

Dividends are, of course, matters of public record. 
When the dividend payments of a number of concerns are 
grouped together the dividend policies of a large number 
of concerns are shown. One would suppose that when 
profits are large, directors would raise dividend rates; 
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and that when profits are small, they would lower the 
rates. 

However, these results do not follow so closely as that, 
for directors do not increase dividends until they feel 
sure that the increased earnings are permanent. At the 
other extreme when earnings decline they will wait as 
long as possible before lowering the dividend. They 
know that cutting a dividend rate displeases stockholders 
and has a bad effect upon the company’s credit position. 

For a number of years dividends paid by railroads, 
public utilities, and industrial and miscellaneous com- 
panies have been compiled by the New York Journal of 
Commerce. In this way series of data are obtained which 
show great seasonal fluctuation since concerns usually 
pay dividends quarterly or semi-annually. The most 
popular months in which to make such payments are 
January, April, July, and October. In order to get a clear 
picture of the situation, extreme seasonal fluctuations 
must be removed. This is accomplished by taking a 
twelve-month moving average as the figure for the twelfth 
month, as was done with railroad gross earnings. Chart 6 
shows the actual figures as black dots and the moving 
average as a heavy black line. 

Dividend Payments in Relation to Stock Prices 

Dividend payments of industrial and miscellaneous 
corporations have fluctuated in the past very closely 
with the ebb and flow of business activity. From 1905 
to 1922 these cyclical movements were especially well 
defined. But since 1922 most companies have adopted 
a new policy in regard to paying dividends, for the cyclical 
fluctuation in the data either seems to have disappeared 
or to have been considerably reduced. 

The most striking thing about dividend payments is 
that they generally move in the opposite direction from 
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stock prices. Through 1906 and 1907 they increased. 
During 1906 stock prices did not move either up or down, 
but in 1907 a severe bear market set in. Through 1908 
and early 1909 dividend payments declined as stock 
prices rose sharply. From the middle of 1909 through 
1910 dividend payments rose while stock prices generally 
declined. And so on throughout the period the moving 
aveTcige of dividend payments generally moves in the 
opposite direction from stock prices. 



CHART 6 


It is obvious from Chart 6 that the relationship between 
stock prices and dividends is an inverse one. In the 
past a drop in stock prices preceded falling dividend rates; 
rising stock prices were followed by higher dividend rates. 
But by following this situation in its logical order not much 
of value is obtained. 

It is of no value in attempting to forecast stock prices 
to know that the movements of stock prices frecede 
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other moyements. One wants to know what happens to 
dividend payments before stock prices move either up or 
down. In this connection it is valuable to know that when 
the moving average moves upward, stock prices have 
generally been high; when the moving average, after a 
prolonged rise, flattens out and turns definitely down- 
ward, stock prices have generally been low. 

Corporations Change Dividend Policies 

Up until the year 1920 the relationship between stock 
prices and dividend payments was very regular. It is 
obvious that in 1920 and 1921 dividend payments did not 
describe the definite cyclical movement that they had 
previously shown. Moreover, since 1921 they have 
shown no cyclical movement whatsoever, and have 
merely been moving very gradually upward. This would 
lead one to believe that directors have learned a lesson 
in recent years regarding the advisability of maintaining 
steady dividends. They are realizing more than ever 
that earnings fluctuate widely, and it appears that in 
the future they are going to make sure that a dividend 
can be maintained steadily before it is declared. Such 
stability of dividends, if it is to become a fact, will work 
to the advantage of the common stockholder because 
from his point of view steady dividends are most desirable. 
But from the standpoint of using dividend payments in 
forecasting the stock .market cycle, it is apt to eliminate 
this series of data from the list of good barometers. 

It does not pay, however, to be too certain that the 
dividend-payment series will never again fluctuate in 
cycles. So far it has been impossible to flatten out the 
business cycle. Until such time as business does run 
along in an even groove the earnings of a company 
cannot be accurately predicted. And directors are bound 
to go wrong on their dividend policies. While at present 
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dividend payments indicate that directors are unusually 
cautious in their dividend policies, they may abandon 
some of this caution in the future. In that case records 
of dividend rates will again serve as valuable indicators 
of stock market trends. 



Chapter IV 

Prices of Individual Commodities 

S EVERAL thousand years ago there was no such 
thing as money. Each family in those ancient days 
was self-sufficient; everything necessary for existence 
was made within the family. There was no exchange of 
goods and there was no need for money. 

The progress of civilization, however, soon demanded 
that man exchange goods. For, in discovering a profi- 
ciency in making a certain type of article, it was natural for 
a man to concentrate upon the manufacture of that article. 
He would in this way accumulate a surplus of one com- 
modity, and at the same time realize a deficiency in many 
other commodities. It was then necessary for him to 
exchange his product for other products. So he hunted 
up a person who had a surplus of the article he needed and 
who, at the same time, needed the article he had to 
exchange. Goods were then exchanged against goods. 

Cattle Money 

It was most difficult, however, to find a man who 
wanted just what a person had to exchange. But since 
there were a few articles like oxen or sheep which were 
in universal demand, it soon became customary to accept 
cattle in exchange, whereupon they in turn would be re- 
exchanged for the desired article. In accepting this one 
ever-desirable commodity as a medium of exchange it 
was no longer necessary to search for a single person who 
had what you needed as well as a need for what you had. 
The exchange of goods was given a tremendous impetus 
by this system of using a common medium of exchange. 
Man could devote more of his time to producing and 
less to exchanging. 
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In this manner our price system originated, for the price 
of an article would be the number of oxen or sheep required 
in exchange. 

People Needed Better Money 

Oxen and sheep did not fully satisfy the monetary needs 
of the people, however. As the custom of exchange grew, 
a common money was needed which would be more dur- 
able, more easily divided into small parts, more stable in 
value, and more uniform in quality. In order to facilitate 
the rapid production and distribution of goods, metal 
money was used. Copper and gold rings first served as 
metal money. Then came coins of all kinds, later there 
were paper representatives of coins, and finally the credit 
money of today was originated. 

As men specialized in making one commodity, the 
division of labor became increasingly complex and society 
became more dependent upon the exchange of goods. 
In order for men to specialize, and thus become more 
efficient producers, it became more and more necessary 
to think in terms of money incomes and prices. Instead 
of playing a minor role in effecting the exchange of goods, 
prices have become the most important single feature of 
the business system. 

Prices Determine Degree of Prosperity 

In considering the aims of modern business men, the 
importance of price is at once apparent. Each business 
man from retailer back through middleman, transpor- 
tation agent, and manufacturer to raw-material producer, 
tries to make the maximum return from his operations. 
In order to enjoy a profit he must buy the raw materials 
and sell the finished product at prices which will leave 
him a profit. Prices must be the first and last con- 
sideration of all business men. 
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Individual Commodities Fluctuate Differently 

Since the difference between cost and selling prices 
determines the profits of a concern, the trend of business 
profits is dependent upon the trend of prices. The trend 
of the stock market in turn is largely dependent upon the 
trend of business profits and hence, commodity prices 
are closely related to stock prices. 

• The prices of the many commodities used in commerce 
fluctuate in very different ways. The causes of these 
diverse fluctuations cannot be explained by one simple 
rule. It is only possible to present a few generalizations. 

The price of a commodity is dependent upon three dif- 
ferent things : the supply of the commodity, the demand 
for the commodity, and, not the least important, the 
amount of money which is in circulation and available for 
use in exchange for the commodity. These factors will be 
discussed briefly and will perhaps give a better under- 
standing of price fluctuations. 

Money in Circulation Affects Prices 

Of the three factors, supply and demand for a com- 
modity and amount of money in general circulation, the 
last-named is the one which affects all commodities at 
once and to approximately the same extent. When the 
amount of money in circulation increases or decreases 
suddenly, it raises or lowers the prices of almost all com- 
modities in about the same proportion. These changes 
are particularly important, therefore, in that they change 
general price levels rather then the relationship between 
the price of one commodity and the price of another. 
Changes in the amount of money in circulation raise or 
lower the prices of all commodities simultaneously and to 
approximately the same extent. 

There are many different kinds of money which facili- 
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tate the exchange of goods. Paper mone7 government 
notes, Federal Reserve notes, National Bank notes, and 
other common forms of paper currency in general circula- 
tion — and credit money in the form of bank checks, have 
the same power as actual gold to purchase goods. All of 
these various kinds of money must be taken into considera- 
tion in estimating the effect upon commodity prices of an 
increase or decrease in the amount of money in circulation. 


When Money Is on a Strictly Gold Basis 

Gold is the basis upon which most money is issued 
today. Formerly it was used only in its metallic form 
and passed in exchange for goods from hand to hand. It 
has been found more efficient, however, to issue paper 
representatives of the metal — so-called ‘‘notes” and to 
keep the metal in reserve to be issued only when there is a 
specific demand for gold to redeem the notes. As long as 
there are no more paper representatives than there is gold, 
the monetary system rests firmly on a gold basis. If gold 
and its dollar-for-dollar paper representatives are the only 
forms of money in use, naturally the amount of money in 
circulation depends upon the amount of gold in existence. 
And since the amount of money offered for a commodity 
constitutes its price, the prices of commodities will 
fluctuate with the supply of gold metal. 

The demand for goods and services is ever increasing 
with a growing population and rising standards of living. 
If the production of gold increased only as fast as the 
population demanded it for use, the relationship between 
money in circulation and commodities desired would 
remain constant. In other words, the general level of 
prices would be steady. 

The production of gold, however, does not increase 
directly with the growing needs of our population. From 
1816 to 1848 gold production was small, while trade was 
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increasing rapidly. Prices therefore declined throughout 
this period. In 1848 the discovery of gold in California 
and Australia increased the supply of gold, and prices 
rose. After 1864 the production of gold declined as the 
volume of trade steadily increased. As a result, prices 
fell until the middle 90’s, when new discoveries of gold in 
the Rand, Africa, and in Alaska caused an increase in 
production which lasted until the outbreak of the war. 
During these years the general price level rose steadily. 

Credit Money Affects Prices 

The above observations have all been based on a con- 
sideration of the volume of money in circulation in direct 
relationship to the amount of gold in existence. The 
important fact that all money is not represented dollar- 
for-dollar by gold in national treasuries was not con- 
sidered. But increases and decreases in amount of these 
other forms of purchasing power have as great effect 
upon prices as changes in supply of gold. National Bank 
notes, Federal Reserve notes, Greenbacks, and bank 
deposits created through the extension of credit by banks 
to individuals have exactly as much power in buying 
commodities as actual gold dollars have. Futhermore, 
the volume of these forms of money does not increase 
and decrease in amount directly with the needs of growing 
trade and commerce any more than the actual production 
of gold does. And when they do not increase or decrease 
proportionately to business needs, these forms of credit 
money also raise or lower the general level of prices. 

Factors Influencing Individual Commodity Prices 

Although fluctuations in the supply of all the different 
kinds of money change general price levels, they do not 
affect individual prices separately. In order to investigate 
the causes of changes in individual prices it is necessary 
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to understand the factors which influence the demand 
and supply of each commodity. Both the general price 
trend and the trend of individual commodity prices show 
long-time upward and downward movements. In the 
case of each individual commodity, however, these price 
changes are caused by changes in the demand or supply 
for that commodity. 

On the demand side of the equation, changes in modes 
of living cause an increased demand for certain com- 
modities and a decreased demand for others. Changes 
in demand thus cause the price of one article to rise and 
the price of another to fall. 

Changes in supply also cause permanent changes in 
prices. If substitutes are introduced in place of an 
article already in use, the price of the original article will 
fall. Or if improvements in manufacturing processes 
are discovered which permits a lower cost of production, 
the long-time trend of the price of that commodity will 
ordinarily decline. On the other hand, depletion of the 
natural supply of a commodity like lumber is apt to cause 
the price of lumber to climb steadily upward until refor- 
estation takes place or substitutes for lumber can be found. 
Thus the long-time price trend of each commodity is 
dependent upon the permanent factors which influence 
the demand and supply of that article. 

Seasonal Price Movements 

A few commodities have seasonal price movements. 
For instance, the supply of butter and eggs fluctuates 
widely in di€erent seasons, while the demand for those 
articles remains fairly steady. Since these are com- 
modities which cannot be stored indefinitely, and the 
supply fluctuates widely with the seasons while the 
demand is fairly constant, there are distinct seasonal 
movements in their prices. On the whole, however. 
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seasonal price movements are not important to consider, 
for they occur in relatively few commodities. 

A consideration of those commodities whose prices 
change with business conditions is valuable in this study 
of the stock price movements caused by the ebb and flow 
of business. There are a number of factors which deter- 
mine whether the price of a particular commodity fluc- 
tuates sympathetically with general business conditions. 
There are also many factors which determine the magni- 
tude of the price fluctuations of each commodity. A few 
generalizations can be made which will help to explain why 
some commodities follow the trends of business and others 
do not, and why some fluctuate more widely than others. 

Distance from Consumer Affects Prices 
The distance a product has to travel to its ultimate 
consumer plays an important part in determining the 
magnitude of its price fluctuations. The consumer creates 
the first demand for a commodity. This is then trans- 
mitted through wholesalers and manufacturers back to 
the raw-material producers. The more complicated and 
lengthy a manufacturing process is, the more difficult it is 
to estimate accurately just what the actual demand will 
be when the finished product reaches the final consumer. 
An increase in the difficulty of determining the whims 
of the final consumer increases the width of price fluc- 
tuations at each manufacturing stage. Thus price fluc- 
tuations are widest in raw materials where the difficulty 
of judging consumer demand is greatest, less wide in pro- 
ducers’ goods, and very small in consumers’ goods, where 
retail merchants can closely match consumers’ demand 
with supply. 

Other Factors Affecting Prices 
Nature herself plays a part in determining the magni- 
tude of price fluctuations. The disappearance of a 
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natural source of mineral ore will naturally cause the 
price of that mineral to rise. And again, a large crop of 
wheat throughout the world will cause the price of wheat 
to be low. Nature plays a most important role in deter- 
mining the price fluctuations of many commodities. 

There are other factors which influence the magnitude of 
price changes in individual commodities. A new manu- 
facturing unit might be so slow in getting under way that 
the demand for which it was built will have died. Over- 
production at some times and underproduction at others 
will result in correspondingly wide variations in prices. 
Again, it may be more profitable in some industries to 
keep plants going at a loss in order to offset large overhead 
costs or in order to keep a skilled working force in the 
employ of the company. In these cases overproduction 
will tend to become most acute at times and large price 
variations will result. 

This brief survey has shown to some extent the wide 
variety of factors affecting prices of various commodities. 
The distance of the article from the final consumer, natural 
changes in the supply of materials, and the length of 
time taken to build new manufacturing plants all have 
their influence upon the width of price fluctuations. Of 
these, the distance the commodity must travel to get to 
the final consumers is probably the most common influence. 
Raw materials are far from the consumer and they fluc- 
tuate most widely in price; producers’ goods are several 
steps away from the final consumer and they fluctuate 
almost as much; consumers’ goods are the first step away 
from the consumer and fluctuate least. 

Wholesale Prices More Useful than Retail Prices 

In selecting statistics which will show most clearly the 
fluctuations of the business cycle, it is natural to rely on 
the prices of those commodities whose prices are most 
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sensitive to periods of prosperity and depression. In 
order to do this it is necessary to consider the prices 
of raw materials rather than the prices of finished prod- 
ucts, because their prices are more sensitive to changing 
conditions. 

But further than this, it is desired to show the con- 
ditions of the stock market in general. In other words, 
in selecting a commodity which will be used to gauge 
the entire market, it is necessary to choose one which 
fluctuates with general business conditions. 

It will be impossible within the scope of these chapters 
to consider all of the commodities whose prices might 
have barometric value in forecasting the trend of the 
stock market. From the countless series of prices it is 
necessary to select those of a few of the more basic com- 
modities. Instead of taking many similar price series 
from a single industry which seems to be unusually sen- 
sitive to the trend of the stock market, prices from several 
of the larger industries have been taken. For example, 
prices taken from the steel industry are exceptionally 
useful in judging the trend of stock prices, but other 
price series than those of iron and steel products must be 
considered if one is to obtain a broad and comprehensive 
understanding of the value of prices in stock market 
forecasting. Although only those commodity prices 
which seem to give the clearest conception of price 
fluctuations in forecasting are to be considered, it is pos- 
sible for anyone interested to go further into the subject 
of prices and find many other commodities which are 
useful barometers. 

Commodities which Fluctuate with Business 

Those commodities whose prices seem to fluctuate most 
closely with business prosperity and depression have been 
classified by Prof. Warren M. Persons and Eunice S. 
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Coyle of the Harvard Committee on Economic Research. 
They have taken more than three hundred commodities 
used by the United States Bureau of Labor Statistics and 
studied their price movements, comparing the price of each 
commodity with the movement of all commodity prices. 
Although most of these commodities did not synchronize 
closely with the fluctuations in business activity, the 
prices of a few of the commodities examined did move 
closely with changing business conditions. These com- 
modities were: 

Hogs, sheep, cotton, silver bars, tin, drillings, 
ginghams, sheetings, women’s dress-goods, silk, steel 
sheets, calf leather, harness leather, sole leather, 
women’s shoes, steel billets, bacon, hams, lard, 
shirtings, denims, cotton yarn, and suitings. 

But even more reliable for purposes of judging business 
conditions were found to be the following: 

Cottonseed oil, coke, zinc, pig iron, bar iron, pork 
(mess), hides, cotton print cloths, sheetings, and 
worsted yarns. 

An attempt will be made to present an explanation of 
the price fluctuations of these commodities based upon the 
generalizations made in the first part of this chapter. An 
understanding of the significance of the above ten com- 
modities may also help to determine whether or not other 
commodities are suitable for the purpose of forecasting 
stock market movements. 

The relationship between individual commodity prices 
and the stock market will be a surprise to many, for it is 
generally believed that rising commodity prices mean 
larger profits and therefore higher stock prices. The 
facts show, however, that a broad general rise in com- 
modity prices signifies smaller profits and lower stock 
prices. In other words, when commodity prices rise 
sharply, stock prices generally fall; when commodity 
prices fall, stock prices usually rise. 
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Coke Used in Making Iron and Steel 

The discussion will be introduced by an investigation 
of coke as a commodity. Coke is the residue left when 
coal has been deprived of the greater part of its hydrogen, 
oxygen, and nitrogen. Coke bears the same relation to 
coal that wood charcoal does to wood. An increasing 
amount of coke is being produced as a by-product and a 
decreasing amount in beehive ovens. The best coke, how- 
ever, is obtained by heating coal to a high temperature in 
a closed vessel or coke-oven. Coke is mainly carbon. It 
is difficult to ignite, but once ignited it burns with great 
heat and without smoke. This, together with the fact 
that it unites in chemical reaction, makes it valuable for 
metallurgical purposes and for use in factories in towns 
where a smokeless flame is desirable. The value of coke 
produced in the United States is about half the value of 
anthracite coal produced, and about one-quarter the 
value of bituminous coal produced. 

Coke is also a raw material used in the manufacture of 
many basic commodities. The iron and steel industries, 
for example, are dependent upon coke as a source of 
carbon, an important component in their manufacture. 
For this reason, and because it is used in the manufacture 
of many other basic commodities, its price fluctuates with 
general business conditions. In serving as a raw material 
in a fundamental process, coke is a very long.way from the 
ultimate consumer — the man who buys a steel window 
fitting, for instance — and therefore its price fluctuates 
widely. 

In order to show the relationship between the price of 
coke and stock prices the two series are shown together in 
Chart 7. It is obvious that the actual figures showing 
coke prices fluctuate rather widely and erratically. In 
order better to determine the trend of prices, a twelve- 
month moving average has been used. This is the heavy 
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CHART 7 
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black line in the chart. It is much steadier than the line 
showing the actual prices of coke. It is this moving- 
average line that is particularly useful for present purposes. 

Coke Prices Related to Stock Prices 

Coke prices are definitely related to the stock market. 
When the moving average of coke prices is declining, stock 
prices are generally rising; when the moving average of 
coke prices is rising, stock prices are generally declining. 
A curve showing one complete typical cycle of coke prices 
is shown on the chart. This sample cycle might be called 
an average cycle of coke prices, for while it does not neces- 
sarily represent any particular cycle, it is made by taking 
the average of the figures for all cycles both as to length 
and magnitude of the price swings. That part of the 
cycle of coke prices during which stock prices were gen- 
erally rising is shown on the sample cycle by the open line; 
that part of the cycle of coke prices during which stock 
prices were generally declining is represented by the black 
part of the line. 

The value of coke in telling when to sell stocks is con- 
siderable. As a rule, no mistake would have been made 
if an upward turn in the moving average of coke prices had 
been taken as a signal to sell stocks. Such an event gen- 
erally promised lower stock prices. And the further coke 
prices rose, the greater was the danger that stock prices 
would decline. 

This series is also able to indicate advantageous times 
to buy stocks. It is clear in following the moving-average 
line across the chart, that if one had chosen to buy stocks 
when the line turned downward, he would have approxi- 
mated the lowest level of stock prices. It would also have 
been safe to hold the stocks until the line again turned 
upward. 

The periodic strikes in the coal industry naturally have 
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a decided effect upon coke prices, and this factor must be 
watched closely in using coke as a barometer. A recent 
illustration of this was early in 1926 when coke prices rose 
from ^54 in December, 1925, to $9 in the following Febru- 
ary. This sharp rise caused the moving average to fluctuate 
unnaturally for several months afterwards. In using this 
barometer currently it is necessary to make allowances for 
just such events. 

Coke Prices Move Inversely with Stock Prices 

On the whole, however, this moving average of coke 
prices is very useful in determining the trend of stock 
prices. When the moving average was declining, stock 
prices generally rosej and when the moving average rose, 
stock prices fell. At the particular time that the moving 
average of coke began to rise, stocks were a “sale”; when 
the moving average began to fall, stocks were generally 
a “buy.” 

The actual figures of coke prices are also useful in 
choosing the turning point for stock prices. Whenever 
an unusually sharp upward or downward move occurred, 
if these sharp movements were not caused by a strike or 
some other unusual event, they almost invariably signaled 
a change in the trend of the stock market. A very sharp 
rise in the actual figures meant that lower stock prices 
were in prospect, and a very sharp fall in the actual 
figures meant that higher stock prices were ahead. 

Cotton Seeds Become Valuable By-Product 

Until about 1870 cotton seeds were a source of annoy- 
ance around the plantation. There was about 5000 
pounds of cotton seeds to every 500 pounds of cotton. 
The seeds were often discarded or burned as fuel. 

It was not long, however, before cotton seeds became 
a valuable by-product of the cotton industry. The 
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seeds, after the hulls had been removed, were found to 
make exceptionally fine fuel. Today even the hulls 
themselves are used in the South as fodder for cattle. 
The residue was found to be valuable as a fertilizer, 
especially in growing tobacco. 

But more important uses for cotton seeds than these 
have been discovered. Cottonseed oil, an oil extracted 
from the hulled seeds, is by far the most important 
by-product today. Its relative importance is shown 
in the following table: 

Cottonseed products % of Total Value 

Cottonseed oil 52.7% 

Meal and coke 32.8 

Hulls 5.7 

Linters 8.8 

Total value 100.0% 

Cottonseed oil is used as a substitute for olive oil. It is 
also used with beef products in the manufacture of 
margarine and compound lard. The manufacture of 
lard consumes one-third of all the cottonseed oil produced 
in the United States. The poorer grades are used in the 
manufacture of soap, candles, and phonograph records. 
Cottonseed oil is also blown in large quantities and used 
as a lubricant after admixture with other lubricants. 

Unsteady Supply Causes Erratic Fluctuations 

This gives an idea of some of the factors which influence 
its price. Since cottonseed oil is used largely as a raw 
material in the manufacture of such things as salad oil, 
lard, margarine, soap, and candles, the demand fluctuates 
with consumer demand for those products. 

While most of the cottonseed oil produced is used as a 
raw material in manufacturing articles whose demand 
does not fluctuate widely, the supply of oil is not corre- 
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spondingly steady. The amount produced is dependent 
upon the size of the cotton crop. Thus fluctuations in 
demand, even though slight, together with the indeter- 
minate supply, cause wide fluctuations in the price. 

Barometric Value of Cottonseed Oil Minimized 

As an indicator of the trend of the stock market, 
cottonseed oil will probably be the least valuable of the 
ten commodities to be examined here. The main reason 
for this is that its uses have changed radically in recent 
years. Its price movements, however, do move in a broad 
way with the swings of general business conditions and 
the stock market. In general, as may be seen from the 
chart on page 60, when the moving average of the price 
of cottonseed oil has completed about half of its rise in the 
course of a cycle, stocks commence to decline. Usually 
by the time the moving average turns downward stock 
prices are at low levels. When the cottonseed-oil moving 
average is in the lower half of its cycle movement, stock 
prices are generally rising. The peak of stock prices 
occurs, as a rule, after the moving average turns definitely 
upward. 

Pig Spelter, the Commercial Name for Zinc 

Pig spelter, the commercial term for zinc, had been 
used for many years in the manufacture of brass before 
it was considered a separate metal in the year 1510. 
Although sometimes found unmixed with other metals, 
it is generally obtained for commercial purposes by crush- 
ing, roasting, and distilling the ore “blende.” Pig spelter 
is used in desilvering lead, galvanizing iron sheets and 
telegraph wire, in the construction of electric storage 
batteries, in the manufacture of dyestuff and paint, in 
precipitating gold, in medicine, and in the manufacture 
of brass, German silver, and other alloys. 
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Because of its numerous commercial uses, the price of 
pig spelter fluctuates with general business conditions 
and the stock market. The actual prices and a moving 
average of prices of pig spelter are both shown on 
Chart 7. These lines show erratic price movements with- 
out any definite long-time trends. However, the curve 
exhibits cyclical fluctuations with the ebb and flow of 
business. 

Pig-Spelter Prices do not Give Definite Signals 

In general, when the moving average of pig-spelter 
prices is completing the lower part of a cycle move and 
begins to rise, a favorable period for stock prices is indi- 
cated. When the moving average turns downward it 
indicates an unfavorable period for stock prices which 
will usually continue until the moving average is well on 
its way down. 

The prices of this commodity have been fairly accurate 
indicators of the stock market trend except during the 
years of the war and through 1919 and 1920. Both pig 
spelter, and cottonseed oil, however, serve more as 
supporting evidence of forecasts already made than as 
forecasting agencies themselves. There is no forewarning 
of an impending turn in these figures until they have 
definitely turned, and from the stated relation between 
these commodities and stock prices, if they are to be 
directly useful, it would be necessary to know when they 
are going to change direction. 

From the consideration of the prices of coke, cottonseed 
oil, and pig spelter in this chapter, it is clear that if prop- 
erly used and understood, their price movements are 
useful in determining the trend of the stock market. 

Especially valuable is coke, since the price fluctuates 
directly with general business activity. Coke prices 
move in wide cycles and have a very definite relationship 
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to stock prices. When the moving average of coke prices 
rises stock prices usually decline, and when it declines stock 
prices usually rise. This series will be considered again 
in the next chapter, when three of the most useful com- 
modities will be combined to make a forecasting line. 



Chapter V 


Prices of Individual Commodities 

{Continued) 

T he trend of the prices of many basic commodities 
indicates accurately whether business is active or 
dull at any particular moment. The prices of such 
commodities are also directly related to stock market 
movements and are useful in forecasting the market 
trend. 

Mess pork is one of the commodities which has been 
found by Prof. Warren M. Persons and Eunice S. Coyle 
to fluctuate with general business conditions. Since it 
bears this definite relationship to business prosperity, 
it is probable that it is useful in gauging the trend of the 
stock market. 


Pork iisr the Daily Diet 

One-half of all the meat produced in the United States 
is pork. The importance of this commodity in the daily 
diet may further be noted from the following table show- 
ing per-capita consumption of various kinds of meat; 

Per-capita Consumption 
in pounds 


Beef 62.1 

Veal 8.7 

Mutton and lamb 5.2 

Pork 75.8 


All meats 151.8 


The consumers’ demand for pork fluctuates closely with 
business prosperity and depression. When business is 
good the demand for pork increases and the price tends 
to rise. As business becomes dull, the demand decreases 
and the price tends to fall. On the other hand, the 
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supply of pork is not affected by business conditions. 
These characteristics of mess-pork prices cause cyclical 
fluctuations which are useful in forecasting stock prices. 

The erratic monthly and seasonal price fluctuations 
have been smoothed out by using a moving average. The 
flgures are shown in Chart 8. 



CHART 8 


Stock prices are generally rising when the moving 
average of mess-pork prices is falling and completing the 
lower half of a cyclical movement. A few months after it 
turns upward, stock prices generally reach a peak; and as 
the moving average continues upward, stocks decline. Of 
the occasional exceptions to these rules the most con- 
spicuous occurred in 1920 and 1925. On the whole, how- 
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ever, a decline in the moving average of mess-pork prices 
has marked a period favorable to the buying of stocks ; a 
rise has occurred at times when it would have been advis- 
able to sell stocks. 

Hide Prices Respond Moderately to Business 
Conditions 

Hide prices have occasionally shown a relationship to 
the trend of the stock market. The supply of hides is not 
easily controlled because of its dependence upon the raising 
of cattle, a relatively long process and one subject to 
natural hazards. On the other hand, the demand for 
leather is fairly constant. About 80% of all leather and 
skins produced is used in the manufacture of boots and 
shoes. A wide variety of articles commands the rest of 
the supply. However, the demand fluctuates widely 
enough between periods of good and bad business to 
cause cyclical movements in hide prices. 

Before 1911 these fluctuations were rather definite. 
From 1911 until 1920, however, there was a steady in- 
crease in hide prices with only slight cyclical movements, 
followed by an extremely violent drop in the next two 
years. Since then the price has again been fluctuating in 
distinct cycles. Although there are better barometers of 
the stock market, it is interesting to notice that these 
prices at times fluctuate in unison with stock prices. 
When the moving average of hide prices shown in Chart 8 
is completing the lower half of its cycle, stocks are often 
rising; when the moving average is turning the upper part 
of its cycle, stocks are apt to be declining. At times, how- 
ever, these cyclical movements are very indefinite, as in 
the period from 1912 to 1917. 

Worsted Yarns Make Better-Grade Cloth 

The textile industry furnishes at least three series of 
prices which bear significant relationships to the trend 
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of business activity. The prices of worsted yarns, print 
cloths, and sheetings, as shown on Chart 9, are closely 



CHART 9 


related to business activity, and presumably are related 
to the oscillations of the stock market. 

Worsted yarn is the better grade of yam made from 
wool. Since it is used principally for clothing, the demand 
fluctuates with the demand for clothing. It should be 
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observed, however, that the demand for woolen clothing 
as compared with cotton clothing comes from the more 
prosperous classes whose money incomes do not fluctuate 
so violently with business conditions. The demand for 
worsted yarn does not fluctuate so widely, therefore, as 
the demand for cheaper grades of cloth. 

Since the supply of wool does not show any wide 
variations either, the price fluctuations of worsted yarns 
are rather moderate. 

The cyclical movements which do occur in worsted- 
yarn prices, however, even though they are not very 
violent, are helpful in forecasting the stock market. 
Often when the moving average of worsted yarns is declin- 
ing and completing the lower turn of a cycle, stock prices 
are rising. When the moving average rises sharply, and 
while it is making the upper turn of a cycle, stock prices 
are often declining. As a rule, a few months after the 
moving average turned upward, stocks were high and it 
would have been advantageous to sell; a few months after 
it declined stocks had been low, and it would have been 
profitable to buy. 

Print Cloths, Sheetings, and Cotton Related 

The prices of print cloths and sheetings are naturally 
related to the price of their principal raw material, cotton. 
The margin between the price of cotton and the price of 
the print cloths or sheetings, covers the expense of manu- 
facturing and the manufacturer’s profit. Since the 
expense of manufacturing varies with general business 
conditions, the prices of print cloths or sheetings are 
more sensitive to business changes than the price of raw 
cotton is. 

Print cloth is a plain, standard cotton cloth. A large 
trade is carried on in this commodity abroad as well 
as in the United States. The manufacturing centers 
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are Burmley, England, and Fall River, Massachusetts. 
After print cloths have been woven, they are sold to other 
mills, or “converters,” where they are colored or printed. 
The finished product is used for the most part in the 
manufacture of women’s clothing. 

Notwithstanding its indirect dependence upon the cot- 
ton crop, the supply of print cloths is affected radically 
by the economic position of the manufacturer. The 
demand varies with changes in style as well as with the 
movements in general business conditions. This cloth is 
used in the manufacture of cheaper grades of clothing 
where the demand is sensitive to changes in business pros- 
perity or depression. 

A moving average of print-cloth prices may be used in 
stock market forecasting. Frequently when the moving 
average is declining and while it is turning upward, stock 
prices are rising. When it is rising and even while it is 
turning downward, stock prices are frequently falling. 
There have been conspicuous exceptions, as in 1915 and 
1922, but, as a general rule, one would not have made a 
serious mistake in selling stocks just after the moving 
average turned definitely upward after a long decline, 
or in buying stocks just after it had turned downward 
after a prolonged advance. 

Since the price of cotton sheetings fluctuates similarly 
to print cloths, the relationship of sheeting prices to the 
stock market is almost identical with that of print cloths. 
A declining moving average of sheeting prices frequently 
means rising stock prices; a rising moving average fre- 
quently means lower stock prices. 

Trapitional Barometers 

There are two other price series which are the most 
useful of all as barometers of the stock market: the prices 
of iron and steel. They are not subject to unusual or 
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erratic changes in supply or demand to the same extent as 
are many other commodities. The relationship between 
iron and steel prices and general business conditions is 
so close that today they are almost inseparable. Condi- 
tions in one give an accurate indication of existing con- 
ditions in the other. 

Before discussing the prices of bar and pig iron sepa- 
rately as stock market barometers, it is well to examine 
the steel industry as a whole. The importance of the 
industry has been so universally proclaimed that it 
seems necessary here only to review those basic factors 
which influence the prices of iron and steel. 

Iron is used extensively in almost every industry. It 
is a raw material, requiring long and expensive manu- 
facturing processes before it reaches the ultimate con- 
sumer. Its importance in relation to other metals is 
evidenced by the following figures showing the value 
of mineral products in the United States for 1925 : 


% of Total 

Pig iron 739,316,000 53.60% 

Copper $237,735,000 17.23 

Iron (ore) 160,951,000 11.65 

Lead 113,956,000 8.25 

Zinc 84,456,000 6.12 

All others 43,686,000 3.15 


Totalmetallicproducts $1,380,100,000 100.00% 


Because iron is used in some form in practically every 
industry, its price fluctuates closely with general business 
conditions. It is, therefore, one of the best indicators 
of the trend of the stock market. 

Iron and Steel Made from Pig Iron 

The iron-carbon compound which flows to the bottom 
of the blast furnace filled with coke, ore, and flux is 
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periodically drawn off into sand moulds to form rough 
castings called pig iron. For the first time in the process 
of manufacture the metal is definitely recognizable as 
iron. The processes through which this pig iron must 
pass to become bar iron or steel consist either of removing 
impurities and then submitting the metal to various 
treatments for different uses or of actually shaping the 
purified iron or steel into a finished product. Since all 
iron or steel, whatever their final form, must pass through 
the pig-iron state, pig-iron prices are a direct reflection 
of conditions throughout the entire industry. 

Pig iron contains about 5% impurities, chiefly carbon, 
phosphates, sulphur silicon, and manganese. The presence 
of phosphorous or sulphur causes the iron to be brittle 
and it is by means of a “puddling” furnace that such 
impurities are eliminated. The metal is then rolled into 
bars called “iron bars” or wrought iron, which, because 
of their purity, may be reheated and reworked easily. 
Bar iron is used for a great number of purposes like 
smithing, which require a malleable iron. 

Pig Iron and Bar Iron Excellent Barometers 

Pig-iron and bar-iron prices can be considered together 
because the trend of their price movements is so similar. 
Taken together or singly they are more useful as barom- 
eters of conditions in the stock market than any other 
price series which have yet been found in this investiga- 
tion. The prices of both show very distinct cyclical move- 
ments, whose relationship to the stock market, as is true 
of most price movements, is exactly the reverse of what 
one would expect. Chart 10 shows that when the moving 
averages of the prices of bar iron and pig iron are declining, 
stock prices are generally rising and when the moving 
averages of the prices of these metals are rising, stock 
prices are usually declining. 
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As a means of forecasting the broad swings of the 
stock market, this inverse relationship is most useful. 
Even through the period of war inflation, these iron 
price barometers gave dependable indications of the 
trend of the stock market. Almost without exception, 
when the moving averages declined, the general trend 
of the stock market was upward; and when they rose, 
stocks declined. 



It may also be noticed that the actual prices of iron, 
before a moving average was constructed, also give 
indications of stock price movements. Whenever a 
sharp rise in either bar or pig iron occurred, stock prices 
were at a high level; and whenever iron prices declined 
sharply, the stock market was usually at a low level. 
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The Three Most Reliable Price Barometers 

Of the ten series of commodity prices here considered, 
it has been observed that coke, pig iron, and bar iron 
are the most reliable because of the regularity with which 
they fluctuate with stock prices. Any one of these three 
series could be used individually in forecasting, so con- 
stant is the inverse relationship between them and the 
stock market. When the moving averages of coke, pig 
iron, and bar iron decline, the stock market usually rises; 
when they rise, the stock market generally falls. All 
three seem to bear exactly the same relationship to the 
stock market. It would seem then that if the moving 
averages of all three price series were combined to form a 
single barometer, such a barometer would be more 
reliable than any one of the series used individually. 

Trend of Prices the Important Consideration 

Throughout the discussion of commodity prices in 
relation to stock prices, it has been evident that for 
barometric purposes, except when a sharp rise or fall in 
price gave a “sell” or “buy” signal, it was more important 
to know whether the price of a commodity was rising or 
falling than to observe how far it had risen or fallen. 
In other words, the trend of commodity prices was more 
important than the magnitude of the rise or fall. 

A combination of the moving averages of coke, pig-iron, 
and bar-iron prices which would indicate the trend rather 
than the magnitude of their combined fluctuations should 
prove an even more valuable indicator of stock market 
trends than a moving average of any single one of those 
commodities. If, for instance, the price of coke was 
declining while the prices of pig iron and bar iron were 
rising, it would seem logical to consider that coke prices 
were moving against the general trend. Likewise, if the 
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prices of coke and pig iron were both declining while the 
price of bar iron was rising, it would appear that bar-iron 
prices were moving contrary to the general trend. The 
majority of cases, that is, two out of three, would seem 
to indicate the general tendency. 

A Stock Market Forecasting Line 

There is an inverse relationship between each moving 
average and the stock market. Therefore, when two or 


FORECASTING STOCK PRICES 
FROM BAR IRON PIG IRON AND COKE PRICES 







T1 

TI 

11 

□ 

n 

□ 








L 






Dow 

Jones Industrial Stock Prices 



















mi 




j 

n 











HH 


H 


m 

B 


pi 


m 

mm 










' 


HH 

ilii 

H 

m 


m 

mi 

m 

m 







i 

■ 

Hi 

n 

in 


p 

■ 

■1 


H 

m 


■ 

ILH 


m 

m 

>m 




m 

m 



m 

ff 

m 

iS 

1 

m 

■ 

■ 

u 

B 

■ 

m 

IB 



■ 

it 

rj 

m 

|y 

■1 

m 


Mia 

M 

■ 

m 

■ 

■ 

■ 

■ 

■ 

m 

■ 

■ 


■ 

■ 

1 

m 

■ 

■ 

m 

n 











1 



■ 

■ 

■ 

m 

n 














B 



■ 

■ 

■ 

i 

1 

■ 

■ 

■ 

ss 

ppm 

■ 

■ 

■ 

■ 

■ 

1 

M 

■ 

1 


1906 07 08 09 1910 U 12 13 14 15 16 17 18 19 1920 21 22 23 24 25 26 27 

FORECASTING STOCK MARKET TRBJDS 


CHART 11 

This “forecasting line” is so constructed that a period of rising stock prices 
is indicated when two or more of the moving averages of ^ pig iron, bar iron, 
and coke — centered on the twelfth month — declined; a period of falling stock 
prices is indicated when two or more of these moving averages rose. 

more of these rise, the stock market would usually be 
expected to decline; and when two or more fall, the stock 
market would be expected to rise. Upon the assumption 
that the trend of prices of a majority of these three very 
good barometers should more accurately indicate stock 
market movements than any of them individually, a 
‘Precasting line” has been constructed. 
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No great degree of mathematical accuracy is claimed for 
the forecasting line presented in Chart 11. It seems suffi- 
ciently useful, however, to be worth following currently. 
A rough calculation shows that through the use of such a 
forecasting line the investor who bought the stocks used 
in the Dow Jones industrial averages when the “majority” 
of the moving averages of coke, pig-iron, and bar-iron 
prices began to decline and sold them when the moving 
averages began to rise again, would have three times as 
much capital at the end of the period as the investor who 
bought the same stocks and held them constantly through- 
out the period. In other words, the investor with 
^10,000 would have increased his capital to more than 
$120,000 instead of from $10,000 to $40,000. This is only 
a rough estimate and it makes no allowance for the greatly 
increased income he would have obtained by “shifting” 
his investments. However, it shows how important it is 
for the investor to consider the trend of the stock market. 

An Accurate Forecaster 

A forecasting line, constructed according to the methods 
outlined above, is shown at the bottom of Chart 11. 
When the forecasting line indicates rising stock prices, it 
is represented by a solid black line; when it indicates 
falling stock prices, it is represented by an open line. 
When the barometer is forecasting rising stock prices, the 
stock market trend is represented by heavy black lines. 

By glancing over the part of the stock market shown in 
solid black, the accuracy of this forecasting line becomes 
apparent. Except for the year 1919, it would have been 
better to sell stocks about three months after the moving 
average of prices of the majority of these three commodities 
had turned upward, rather than to sell stocks immediately 
after this bearish indication had been given. 

Of all the statistical series so far discussed, it is evident 
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that these three — coke, pig-iron, and bar-iron prices — are 
most valuable to the person interested in judging the trend 
of the stock market. Other valuable barometers will be 
found later, but here it should be emphasized that because 
they are most typical of general business, these three 
series have given very reliable “buy” and “sell” indi- 
cations. 



Chapter VI 

General Price Levels 

T he prices of individual commodities fluctuate in 
widely divergent directions. Some rise while others 
fall; some fluctuate widely while others remain 
quite steady. But when these individual commodities are 
grouped together to estimate the general level of all prices, 
individual variations and fluctuations disappear. Only 
the broad upward or downward price movements caused 
by business prosperity or depression and the sharp changes 
caused by inflation or deflation of the currency are 
apparent. 

Impossible to Set “Normal” Price Level 

Frequently an attempt is made to estimate a “normal” 
level for general commodity prices. The general price 
level which existed during the year 1913 is frequently 
taken as “normal.” The uncontrollable variations in the 
value of a dollar, however, make any such attempt to set 
a standard price level practically meaningless, because 
the real value of the dollar varies so greatly from one 
decade to another that what may be considered normal 
in one period is far from normal in another. In forecasting 
the trend of stock prices from commodity prices, therefore, 
little attention will be paid to price levels. For fore- 
casting purposes it is more essential to study the changes 
from one price level to another than to try to measure 
accurately the level of prices at any given time. 

While there are various ways of measuring changes in 
general price levels and many different commodities are 
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used in the attempt, it is significant that practically all 
standard indexes fluctuate in close agreement with one 
another. This characteristic, as shown in Chart 12, 
indicates that almost any index is accurate enough for 
all practical purposes. 



The prices of producers’ goods, used in the further pro- 
duction of goods, fluctuate more than consumers’ goods 
ready for final consumption; wholesale prices fluctuate 
more than retail prices. Since wholesale prices are more 
sensitive to changes in general business conditions, the 
most useful barometers for forecasting purposes are 
obtained from them. Four standard index numbers of 
wholesale prices will be discussed in this chapter. 
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The Most Comprehensive Wholesale Price Index 

The United States Department of Labor, Bureau of 
Labor Statistics, compiles a most comprehensive monthly 
index showing the general level of wholesale prices. The 
prices of 404 different commodities are placed in groups of 
like commodities and “weighted” according to their value 
in the total trade of the country. There are nine of these 
groups, which will be examined only briefly because, for 
present purposes, the index as a whole is most useful. 
A consideration of the individual groups will, perhaps, 
give a better understanding of how index numbers are 
constructed. The respective groups are worth more care- 
ful study to anyone interested in a particular industry. 

The various groups in the United States Bureau of 
Labor Statistics Index are: 


Group; 

No. of 

Commodities 

* Group 
Weights 

Farm products 

... 56 

26.80% 

Food 

... 95 

22.19 

Cloths and clothing 

... 65 

9.48 

Fuel and lighting 

.. . 20 

17.37 

Metals and metal products . . . . 

... 37 

7.61 

Lumber and building material . . 

... 32 

5.28 

Chemicals and drugs 

... 43 

1.67 

House furnishing goods 

... 31 

3.35 

Miscellaneous 

... 25 

6.25 


404 

100.00% 


Farm Products and Food Dominate Index 

Of the wide variety of commodities used, farm products 
and food, because of their group weightings, are most 
important. Indeed, these two groups account for 48.99% 
of the weighting for the entire index. In other words, 
changes in the price of farm products and food are con- 
sidered almost as important as changes in the prices' of 
all other commodities combined. 
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This characteristic of the index is undesirable in gauging 
stock market trends, for^the prices of farm products and 
food do not reflect general business conditions. Those 
prices are affected to a greater extent by weather condi- 
tions and the foreign situation. Because of the inclusion 
of such commodities, any wide cyclical movements occur- 
ring in the prices of commodities more sensitive to business 
conditions like iron, steel, or coke are greatly moderated 
by the important influence given to farm products and 
food in the index. 

Business Activity Affects Other Groups 

The other groups, however, do fluctuate in varying 
degrees with the business cycle. For instance, minerals 
and fuels are desired by manufacturing and construction 
concerns whose demands are affected greatly by business 
conditions. The demand for lumber and building mate- 
rials also varies with business activity. Thus all of the 
groups, when combined, even though burdened with the 
farm products and foodstuffs groups, undergo cyclical 
fluctuations which seem to bear a relationship to the trend 
of the stock market. 

Dun’s Index Measures Cost of Year’s Supply 

Dun’s Index of Wholesale Prices attempts to measure 
the cost of a year’s supply of about 300 commodities 
needed for one man’s personal use. Each commodity is 
weighted according to the amount consumed per capita 
in the country. For instance, the January, 1927, figures 
given by Dun’s will represent the approximate amount of 
money needed in that month to purchase a year’s supply 
of 300 commodities for one person. The February figures 
will show the amount needed to buy a year’s supply of 
the same commodities at February prices. This index 
gives a comparatively heavy weighting to food products. 
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Dun’s Index includes the following commodities : 

Breadstuffs 

Meats 

Dairy and garden products 

Other foods 

Clothing 

Metals 

Miscellaneous 

No information is published concerning the methods 
used in compiling the figures. For this reason, Dun’s 
Index must be accepted upon the accuracy with which it 
has measured price levels and fluctuations in the past, as 
compared with other indexes, rather than upon an under- 
standing of the methods used in its computation. 

Bradstreet’s Measures Prices per Pound 

Bradstreet’s Index of Commodity Prices is obtained by 
lumping together the prices per pound of 96 different 
commodities. Those commodities not quoted “per 
pound” are reduced to that unit. On the first day of 
each month the prices of the 96 commodities are added 
to give a total figure for 96 pounds of conglomerate com- 



No. of 

Approximate % 
of Group Prices to 
Total Prices 


Commodities 

1. Breadstuifs 

6 

.8 

2. Livestock 

4 

3.0 

3. Provisions 

24 

25.2 

4. Fruits 

S 

2.1 

5. Hides and leather 

4 

9.8 

6. Textiles 

11 

33.3 

7. Metals 

13 

6.1 

8. Coal and coke 

4 

.1 

9. Oils 

6 

4.1 

10. Naval stores 

3 

1.1 

11. Building materials 

8 

1.1 

12. Chemicals and drugs 

11 

8.7 

13. Miscellaneous 

7 

4.6 


106 

100.0 
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modities. This aggregate figure serves as Bradstreet’s 
Index number for the month. A change in price levels is 
indicated by the variations in the sum total from month 
to month. 

This unique method of computing an index number 
tends to give importance to the various groups of com- 
modities in about the relation indicated in the right-hand 
column of the foregoing table. Although quotations are 
given for 106 commodities, only 96 are used in the final 
compilation. 

Heavy Weighting Given to Textiles 

Bradstreet’s Index gives a very heavy weighting to 
textiles. The prices of cotton and woolen goods fluctuate 
closely with business conditions and usually precede 
movements of the general price level, rising early in a 
period of prosperity and declining early in a period of 
depression. Since textiles are the predominating com- 
modities, Bradstreet’s Index is often used not only as an 
indicator of general business conditions, but also to fore- 
cast changes in the prices of many less sensitive 
commodities. 

The foregoing description of the three oldest and best- 
known monthly indexes will merely show the various 
methods of computation and the reasons for divergencies 
in their fluctuations. Although the fluctuations of all 
three are usually simultaneous, as shown in Chart 12, 
the indexes have varying degrees of usefulness in actually 
forecasting stock market trends. 

Best Monthly Index of Wholesale Price Levels 

For example, the great variety of commodities included 
in the U. S. B. L. S. Index Number, as well as its con- 
struction, make this index more representative of the 
wholesale price of all commodities than either of the other 
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two indexes. The U. S. B. L. S. Index is not published, 
however, until several weeks after the price change is 
quite evident from the movements of the other indexes, 
which are available sooner. Moreover, the large number 
of manufactured goods included in this index make it less 
sensitive to changes in general business conditions because 
of the comparative stability of prices of manufactured 
commodities as compared with raw materials. In spite 
of these defects, however, the U. S. B. L. S. Index Number 
is probably the best general monthly measure of wholesale 
price levels. 

Because of the importance given to foodstuffs in Dun’s 
Index, it does not fluctuate so widely with business condi- 
tions as does Bradstreet’s, and although it usually fluc- 
tuates less violently than Bradstreet’s, it is more sensitive 
than the U. S. B. L. S. Index. 

Bradstreet’s Index weights raw materials heavily, 
particularly textiles. Because, as previously noted, the 
prices of raw materials fluctuate more widely with general 
business conditions than either manufactured goods or 
food products, the movements of this index are most 
typical of fluctuations in general business conditions. 

Pr'actically all indexes of wholesale commodity prices, 
especially the three discussed here, tend to move together. 
They indicate rising prices when business is prosperous 
and falling prices when business is poor. This close 
relationship to business conditions makes them useful as 
indicators of stock market trends. 

Bradstreet’s, the Most Sensitive Barometer 

The price of a single commodity which fluctuates closely 
with business conditions serves as a more dependable 
barometer of the stock market than index numbers of 
prices, simply because the index numbers are more slug- 
gish in their movements. The value of such commodities 
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as pig iron, bar iron, and coke has already been discussed. 
Here interest lies in the value of price indexes as stock 
market barometers; and in choosing the most efficient, 
it is significant that the one which contains the smallest 
number of commodities is the most useful. In addition, 
among the few commodities included, those which have 
been found to be more sensitive to business movements, 
such as textiles and raw materials, have been given an 
especially heavy weighting. In other words, to be valu- 
able as a stock market barometer, an index of commodity 
prices, should include only a few commodities, among 
which those especially sensitive to business conditions 
should be most heavily weighted, for then the trend 
of the whole index number will be dictated by the 
fluctuations of those commodities given a heavy weighting. 

Since Bradstreet’s Index complies most exactly with 
these requirements, it is probably the most useful general 
index of commodity prices in forecasting stock market 
movements. The other two indexes are valuable in con- 
firming its fluctuations. 

A Popular Misconception 

Naturally enough, the relation between Bradstreet’s 
Index and the trend of the stock market is similar to the 
relation between individual commodity prices and stock 
prices. When a twelve-month moving average of Brad- 
street’s prices is taken, a series of flgures is obtained from 
which the minor fluctuations have been eliminated. These 
flgures bear a definite relationship to stock prices. 

The moving averages of any one of the three indexes 
discussed in this article are helpful in gauging the trend 
of the stock market. While the cyclical movements of 
Bradstreet’s are more pronounced, the other two also 
show cyclical tendencies. Whether these movements are 
great or small, usually when the moving average rises 
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definitely, stock prices are generally a “sale”; and usually 
when the moving average begins to flatten out after a 
prolonged rise, and then falls, stock prices are a safe 
“buy.” 

The actual figures show that rising commodity prices 
and higher stock prices do not go hand in hand, as 
popularly believed. In fact, disregarding the broad 
upward and downward movements in commodity prices 
caused by inflation or deflation of currency, and speaking 
in terms of cycle movements, a sharp rise in wholesale 
prices often predicts lower stock prices. Likewise, a sharp 
decline in wholesale commodity prices often just pre- 
cedes a rise in stock values. 

Limitations of Weekly Data 

So far in this discussion, only monthly data have been 
used. The collection of statistics on such a basis has been 
a comparatively recent development. A few years ago, 
only such standard series as pig-iron production, money 
rates, and bank clearings were compiled monthly. The 
value of statistical series in all phases of business life, 
however, has become so apparent that there has been a 
remarkably rapid increase in the amount of monthly data. 

One series has led to another. Realizing the limitations 
of bank clearings, statisticians looked further into banking 
methods and found bank debits to be more helpful in 
showing certain phases of business activity. Not satis- 
fied with the more common index numbers showing the 
general level of wholesale prices, they gathered series 
which could show special phases of prices: retail prices, 
food prices, cost of building construction, cost of living, 
and many others. Thus, in gathering data to show certain 
phases of the business situation, the statistician has sup- 
plied the business man with an increasing amount of data 
which is valuable in forecasting. 
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More recently, still further refinements have been ma'de. 
Instead of compiling statistics only on a monthly basis, 
the effort is now being made to provide some types of 
data each week. The value of such data in forecasting 
stock market trends has yet to be proved, for the weekly 
series now available are neither long nor varied enough 
for a fair judgment. Some of this data will undoubtedly 
prove of value, especially to the trader who is attempting 
to forecast the short swings of the stock market, after it 
has been followed through a longer period of time. But 
since the primary interest here is in the broader swings 
of the stock market, data issued on a weekly basis are 
not especially useful. Indeed, there is the possibility that 
investors in dealing to any great extent with weekly 
figures might lose sight of the broader movements of the 
market and become day-to-day traders. 

Fisher’s Weekly Commodity Price Index 

One weekly index, however, deserves mention here. 
Fisher’s Weekly Index of Wholesale Commodity Prices is 
widely accepted as one of the best indicators of the trend 
as well as the general level of wholesale commodity prices. 
Up to the present time the principal value of this index to 
the investor seems to be in measuring fluctuations in the 
purchasing power of the dollar. 

Professor Irving Fisher of Yale University is one of the 
foremost authorities on the construction of index numbers. 
He has been especially interested in the wide fluctuation in 
the value of the dollar. In seeking a solution for this 
problem he realized the need for an index of wholesale 
commodity prices constructed along sound lines and 
available very shortly after price quotations were made 
each week. 

Professor Fisher computes his index each week from the 
prices of 200 commodities given in Dun’s weekly quota- 
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tions. The following table compares the weights he gives 
to different commodities with those given hy the United 
States Bureau of Labor Statistics Index, which, it will be 
remembered, is the broadest measure of wholesale 
commodity prices : 

U. S. B. 

Fisher’s L. S. 

Index Index 


1 . Food 18 22.19 

2. Farm products 28 26.80 

3. Qoths and clothing 13 9.48 

4. Fuel and lighting 10 17.37 

5. Metals and metal products 18 7.61 

6. Building materials 7 5.28 

7. Drugs and chemicals 3 1.67 

8. Miscellaneous 3 9.60 


100 100.00 

Fisher’s Index gives more weight to farm products, 
cloths and clothing, metals and metal products, building 
materials, and drugs and chemicals; it gives less weight to 
food, fuel and lighting, and miscellaneous items. As a 
rule, more weight is given to those commodities which are 
most easily influenced by changing business conditions, 
and, therefore, Fisher’s Index is more sensitive to move- 
ments in general business than is the U. S. B. L. S. Index. 
Fisher’s Index is compiled from actual price quotations 
issued every Friday noon. The index numbers are 
released to newspapers one and a half business days later. 
Approximately seventy-five newspapers of the country, 
which pay two dollars each per month to cover the cost of 
computation, publish the figures on Monday morning on 
their business and financial pages. 

It is difficult at present to appraise the value of Fisher’s 
Weekly Commodity Price Index as a stock market barom- 
eter. It has been in existence only since 1923, and 
during this period even the older index numbers. Dun’s, 
Bradstreet’s, and the U. S. B. L. S. Index, have not shown 
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the same relationship to stock prices as they did in former 
years. It is probable that business is going through a 
period in which the barometric powers of price indexes 
are suffering from the after-effects of the great price 
declines of 1920 and 1921. If this is so, Fisher’s Index 
could not be expected to function normally although in 
the future it will probably have a more definite relation- 
ship to stock prices than it has yet shown. 



The principal value of this weekly index at the present 
time seems to be more in its ability to measure variations 
in the purchasing power of the dollar than in its forecasting 
merits. Investors whose securities have a fixed rate of 
return and whose principal is to be repaid in a certain 
number of dollars will here receive warnings of the fluc- 
tuation in the purchasing power of those dollars each 
week. 





Chapter VII 


Special Price Indexes 

T he prices of basic commodities such as iron or steel 
are often more sensitive to variations in business 
conditions than the figures obtained by grouping 
heterogeneous and slower moving commodities together 
to form an index. However, the forecasting possibilities 
of commodity prices have not been exhausted until one 
has investigated the data which have been constructed to 
show particular phases of the prices. Composite prices 
of iron and steel products, indexes of the cost of con- 
struction, and other combinations have been computed 
to show variations in prices in particular fields. A num- 
ber of these indexes are published periodically in trade 
papers and on the financial pages of daily papers. 

Composite Pig-Iron Index 

Since the trend of pig-iron prices was found to be very 
helpful in gauging stock market movements, it is to be 
expected that an index of the composite prices of a num- 
ber of different grades of pig iron would also be useful. 
One of the best known of such indexes is published by 
“The Iron Age,” the trade paper for the iron and steel 
industry. It includes what is known to the industry as 
“basic” and “foundry” irons. The basic pig-iron price is 
quoted in the Philadelphia market; and the foundry pig- 
iron prices are taken from three important iron centers, 
Chicago, Philadelphia, and Birmingham. The composite 
index, consisting of an average of the price per ton of the 
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most important grades of basic and foundry iron, shows 
clearly the price fluctuations of pig iron, the principal 
raw material used in iron and steel making. 

This index of pig-iron prices moves closely both in 
direction and magnitude with that particular kind of pig 
iron considered in a previous chapter. And just as the 



CHART 14 


price of the single commodity was deflnitely related to 
stock prices, the composite index of prices, which naturally 
has a similar trend, is also related to stock prices. 

Inverse Relationship To Stock Prices 

The composite index shows the same inverse relation- 
ship to the stock market that has been found to exist in 
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the case of most wholesale commodity prices. As may 
be seen from Chart 14, when the index falls sharply the 
stock market generally rises, and when the index rises 
sharply the stock market generally falls. 

When a twelve-month moving average of the composite 
index is made in order to eliminate seasonal fluctuations 
and to show trends more clearly, the inverse relationship 
to the stock market is even more pronounced. The 
moving average, indicated by the heavy black line on the 
chart, shows even a closer inverse relationship between 
pig-iron and stock prices than did the actual figures. 

At this point one might question the value of this data. 
Of what use is it to know that when the price of pig iron 
is falling stock prices are rising? It may seem like fore- 
casting something which is already taking place — ^like 
announcing that stock prices will rise when they are 
already quite obviously rising. 

Iron Prices Show More Constant Trends 

A more careful consideration proves the value of the 
composite index. The general trend of the stock market 
often cannot be discerned until the movement has been 
completed. At all times there are erratic daily and weekly 
fluctuations in stock prices, and it is more difficult to deter- 
mine the trend of the stock market than it is the trend 
of the steadier commodity prices. The diverse minor stock 
fluctuations will often confuse the most skilled traders, 
and the real trend of the market will not be evident 
until it is too late to make use of the knowledge. The 
moving average of pig-iron prices, however, moves for 
long periods of time in one direction, and it has been 
proved that the direction taken by this moving average 
is a safe indication of the general trend of the market, 
despite the disconcerting cross currents always existing 
in the stock market. 
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Composite Prices of Finished Steel Products 
Still another type of data attempts to show the trend 
of prices within the steel industry. Several different 
agencies compile indexes of prices of finished steel products 
such as steel bars, beams, plates, wire, rails, pipe, and 
sheets. As in the case of pig iron, one of the best-known 
composite indexes is that published by “The Iron Age.’’ 

This index includes almost 90% of all the finished steel 
products in the United States. From such a broad repre- 
sentation it would seem that it should give an accurate 
estimation of the price trend of finished steel products. 

Naturally, the composite price of finished steel products 
fluctuates closely with the composite price of pig iron, 
since steel is made from pig iron. The finished steel index, 
however, does not move so widely as does the index of 
pig-iron prices, which is in accord with the theory stated 
earlier that commodities farthest from the consumer 
generally show widest fluctuations in price. For purposes 
of forecasting, however, the value of both the iron and the 
steel indexes lies principally in the relation of their price 
trends to stock market trends, and the width of their 
fluctuations is unimportant. 

Steel Prices also Fluctuate Inversely with Stocks 
The relationship of the moving average of finished steel 
prices to the stock market is for all practical purposes 
identical with that which was found to exist in the case 
of pig iron. That is to say, when the moving average of 
the composite index of finished steel moves upward, stock 
prices are generally declining; and when the moving 
average moves downward, stock prices are generally rising. 
The most favorable time to buy stocks is indicated when 
the moving average turns downward after a prolonged 
rise; the most favorable time to sell stocks, when the 
moving average turns upward after a long decline. 
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Measuring the Cost of Building 

During the past few years, when buildings have been 
constructed throughout the country at an unprecedented 
rate, and when each new year brings forecasts of a “build- 
ing slump,” it is natural that the cost of building construc- 
tion has attracted much attention. It is commonly known 
that the cost of building is high; but just how high is it.? 

Of several indexes computed to show the cost of building, 
two of the best known are those compiled by the Aberthaw 
Construction Company and by the Engineering News- 
Record. 

A Standard Factory Building 

The Aberthaw Company assumes for an example the 
construction of a standard building, a seven-story factory 
built of reinforced concrete. It is to be expected that the 
cost of constructing such a building will fluctuate as the 
price of materials and labor rises or falls. So each month 
they compute the current cost of each item, including 
labor, which is required in the construction of their stand- 
ard building. This total cost is expressed in its relation 
to the total cost of constructing that same building in 
1914. The result is the Aberthaw Index of Building 
Costs for the month. 

The index succeeds very creditably in showing the 
fluctuations in that type of concrete construction which 
is used widely in the building of factories, offices, and the 
like. However, it is available on a monthly basis only 
since 1921, which is really too short a period to judge 
accurately its value in forecasting. 

The Cost of All Types of Buildings 

The Engineering News-Record Index of Construction 
Costs does not represent the varying cost of constructing 
any particular type of building. It is rather an index 
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of the aggregate price of steel, cement, lumber, and wages 
of common laborers. The prices of all these items are 
combined to form one figure, each item carrying a weight 
which is roughly proportional to the size of that item’s 
contribution to the business of building throughout the 
country. That is to say, the items are weighted according 
to the country’s total production of steel, cement, and 
lumber and the supply of labor. The figure thus obtained 
is in comparison to the corresponding figure of 1913. 
The index of the Engineering News Record is shown in 
Chart 15 . 



CHART IS 


There are other indexes of the cost of building besides 
the two discussed here. The Fuller Construction Com- 
pany compiles an index of hotel construction costs; The 
American Appraisal Company an index of the cost of 
three different types of buildings — frame, brick with wood 
frame, and brick with steel frame; and the Department of 
Commerce, Bureau of Standards, Division of Buildings 
and Housing, and the Bureau of the Census, compile 
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indexes of the relative cost of building a frame house and a 
brick house. A discussion of all available indexes seems 
unnecessary, since they are so very similar. Only the 
Engineering News-Record Index has been charted with 
stock prices in Chart 15. 

Cost of Building Follows General Prices 

Before comparing the cost of building index with the 
stock market, it is interesting to consider its relationship 
to general commodity prices. 

The cost of building fluctuates in broad cyclical swings 
which correspond to the movements of Dun’s, Bradstreet’s, 
and the U. S. B. L. S. indexes of wholesale prices. All of 
these data show definite variations with the ebb and flow 
of business. It is important to observe, however, that 
changes in the cost of building usually occur after changes 
in wholesale commodity prices have been registered. 

This seems quite logical. After a long period of busi- 
ness prosperity, the general level of commodity prices 
begins to rise rapidly. Many business men are led to 
believe, mistakenly, that this rise in prices will mean per- 
manently higher profits from their products; they forget 
that their workers’ wages and production costs will soon 
catch up with the higher selling prices; the fact that rising 
costs will follow rising selling prices is disregarded, and 
there is a general scramble to build new plants or expand 
old ones. As prosperity continues, the demand for con- 
struction grows and the cost of building begins to rise. 

Cost of Building Fluctuates with Iron and Steel 

Prices 

The cost of building fluctuates very closely with the 
trend of one of the most important commodities used in 
making the index: iron and steel. It has already been seen 
that iron and steel fluctuate in most distinct cycles with the 
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ebb and flow of business. These commodities, more than 
any others, influence the index of building costs to move in 
similar cycles. Since the iron and steel price move- 
ments are valuable in judging stock market fluctuations, 
the movements of the construction cost index might also 
be expected to serve such a purpose. 

One might reasonably expect that in the future, when 
building conditions are nearer normal, when the twelve- 
month moving average of building costs falls, stock prices 
will rise; when the moving average moves sharply upward, 
stocks will decline. It should be remembered that this 
index has not been available for a sufficiently long period 
to justify its being accepted as an infallible barometer. 
It would be safer to use the prices of iron or steel alone in 
forecasting, rather than this index which includes not 
only those commodities but others which are not equally 
good barometers. 


The Cost of Living 

There are two types of data computed from prices 
which, although not directly valuable in stock market 
forecasting, are always subjects of universal interest. 
They deal with fluctuations in the cost of living and 
variations in wage scales. 

It is a common practice to judge the trend or level of 
the cost of living by using such indexes as Bradstreet^s, 
Dun^s, or the U. S. B. L. S. These, however, represent 
only wholesale commodity prices. Of course, only retail 
prices can give an authentic picture of the cost of living, 
for if one desires an accurate measurement of the general 
level of the cost of living, instead of the approximate 
level as indicated by wholesale prices, he must deal with 
the retail prices which he himself must pay for food, 
clothing, and shelter. During the past few years, several 
such indexes of retail prices have been conceived. 
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Average Workman’s Family Budget 

In order to reach a better understanding between labor 
and capital when the cost of living and wages are in dis- 
pute, the Bureau of Labor Statistics of the U. S. Depart- 
ment of Labor has undertaken the publication of an index 
of the cost of living. It is designed to measure changes 
in the cost of living of the average workman’s family. 

The expense budgets of many typical families have been 
examined in order to determine the approximate propor- 
tion of total income spent for each item. It was con- 
cluded that the normal expenditures of an average work- 
man’s family were in the following relation to the total 
expenditures : 

% of Total 
Expenditures 


Food 38.2% 

Clothing 16.6 

Housing 13.4 

Fuel and light 5.3 

Furniture and fixtures 5.2 

Miscellaneous 21.3 


Total Expenditures 100.0% 


In order to make the index representative of the entire 
country, the cost of living in thirty-two different cities is 
calculated from local price quotations. The indexes for 
some of the larger cities are published separately to pro- 
vide a basis of comparison between the cost of living in 
different cities. Then an average of aU of the local indexes 
is taken to get the cost of living for the country as a whole. 
The general index of the U. S. B. L. S. is shown on Chart 
16. Between 1914 and 1921 the index was published 
annually or semi-annually, then for a while it was pub- 
lished quarterly, and more recently the Department of 
Labor has gone back to the semi-annual basis. 
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CHART 16 


A Monthly Index of the Cost of Living 

The National Industrial Conference Board, an economic 
research bureau in New York City, has also attempted to 
measure the cost of living. Although their index gives 
slightly more weight to the food and shelter items of 
expense and less weight to clothing and other items, it tells 
substantially the same story as the U. S. B. L. S. Index. 
The following are the weights given to each item: 

% of Total 
Expenditures 


Food 43.1% 

Shelter 17.7 

Clothing.. 13.2 

Fuel and light 5.6 

Sundries 20.4 


100 . 0 % 

This index is not computed separately for different 
cities, because its only purpose is to give a monthly average 
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of the cost of living throughout the United States. It is 
superior to the index published by the Labor Bureau in 
several respects. It is published monthly as contrasted 
with quarterly reports by the U. S. B. L. S., and in addition 
it has been available on a monthly basis since 1920 and on 
a yearly basis since 1915. Then, too, it is so subdivided 
that changes in the cost of different groups like food, 
shelter, or fuel are shown. 

To summarize, the index of the cost of living published 
by the Bureau of Labor Statistics is a reliable quarterly 
indicator of the cost of living, and shows differences in 
living costs in various large cities. The index furnished 
by the National Industrial Conference Board provides a 
monthly indication of the cost of living and shows changes 
in the several items separately: food, clothing, shelter, fuel 
and light, and sundries. It is apparent from Chart 16, 
that the two indexes agree very closely. 

Cost of Living Steadier than Wholesale Prices 

There is a definite relation between the cost of living 
and wholesale prices. Of course the cost of living does not 
fluctuate so widely as wholesale prices, as is shown by the 
fact that wholesale prices rose from 100 to 240 between 
1914 and 1920, while the cost of living only rose to around 
205. Since that time, wholesale prices have been on a 
slightly higher level, although both are fluctuating close 
to the 160 level. It is important to observe that the cost 
of living generally follows wholesale prices in their fluc- 
tuations. 

“Average Workman” a Hypothetical Case 

Indexes such as these are useful in settling wage dis- 
putes where the question of living costs is under discussion. 
It should be remembered, however, that they do not 
necessarily represent the expenditures of every family. 
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or even of any one family; for the proportion of income 
spent for food, clothing, shelter, and the rest, varies widely 
with climate, between people with different sized incomes, 
and even between people with the same amount of income. 
For instance, it is natural that a smaller percentage will 
be expended for clothing and shelter in the southern part 
of the country than in the northern part, or that as the 
income increases a comparatively smaller percentage will 
be spent for clothing and shelter and a greater proportion 
for luxuries. 

The chief value of these indexes lies in their indicating 
the condition of the “average workman,” whatever that 
may mean. The indexes are not available for a sufficiently 
long time to judge their value as stock market barometers 
accurately. It seems from their actions in recent years, 
however, that there are other far more reliable and sen- 
sitive barometers. 


Wages and Cost of Living Closely Related 

Often there are discussions in daily papers, magazines, 
and trade journals regarding the general level of wages in 
the country. Since there is a close connection between 
wages and the cost of living, it might be well to consider 
wages while the question of cost of living is under con- 
sideration. 

Wages are at once a cause and an effect of prices. Nat- 
urally, higher wages increase the cost of an article as 
vitally as do increases in the cost of the raw materials 
used. But, generally, wage increases follow increases in 
the cost of raw materials. The changes usually occur in 
about the following order: raw-material prices rise, fol- 
lowed by a long chain of price increases, until retail prices 
and the cost of living are affected; then come demands 
from labor for higher wages to maintain their standards 
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of living. Thus the “vicious circle” continues to boost 
prices until a crisis is reached and deflation follows. 

Distinction between “Real” and “Money” Wages 
It is essential here to distinguish between real wages 
and money wages. A real wage is the return for labor 
expressed in terms of purchasing power; that is, wages 
not expressed in dollars but in terms of articles needed in 
order to live. A money wage is the return for labor ex- 
pressed in terms of dollars, irrespective of what those 
dollars will buy. 



CHART 17 


At present, only figures showing money wages are 
available currently. In order to estimate the trend of 
real wages it is necessary to consider money wages in 
terms of their purchasing power. Therefore, a comparison 
of money wages with the cost of living will give a picture 
of real wages. This will serve as an indicator of changes 
in the laborer’s purchasing power; in other words, it shows 
to what estent his standard of living is rising or falling. 

Probably the most reliable data showing wage levels 
is that compiled by the New York State Department of 
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Labor. In computing the index, the weekly earnings of 
approximately one-half million employees in over 1600 
firms in New York State are averaged. This number 
includes more than one-third of all factory workers in the 
State. 

The average earnings figure of this large body of factory 
workers is expressed in its relation to the earnings of 
approximately the same group of workers for the seven 
months, June to December, 1914. The index gives a 
good picture of the average level of wages since 1914. 

Wages Move with Cost of Living 

There is a close correlation between factory wages and 
wholesale commodity prices, although usually there is a 
lag between the two. It sometimes requires as long as a 
year for factory wages to overtake wholesale commodity 
prices. 

Factory wages and retail prices, however, move simul- 
taneously. Wage increases usually coincide with increases 
in the cost of living, although, strange as it may seem, 
wages sometimes actually rise in advance of the cost of 
living. 

Workers Cannot Complain about Cost of Living 

That factory wages increase just as rapidly or more 
rapidly than the cost of living is not generally appreciated. 
Factory workers in New York State have had no cause for 
complaint about the high cost of living, because while 
living costs between 1914 and 1920 rose from 100 to 204.5, 
wages rose from 100 to 228. Later in 1921 and 1922, 
when the cost of living declined to 154.5, wages declined 
only to 191. Furthermore, since 1922, wages have in- 
creased at a faster rate than the cost of living, until at 
the present time wages are at a new peak level of 233, as 
cornpared with 100 in 1914, while idie cost of living now 
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stands at 167. Because of this situation, factory workers 
have been able greatly to raise their standard of living 
in the last few years. 

Indexes of wages, like the cost-of-living indexes, have 
as yet exhibited no distinct cyclical movements and there- 
fore are not especially valuable in stock market forecasting. 
However, this series measures the rising standards of 
living among American workmen, a factor which will be 
indirectly reflected in the value of common stock in busi- 
ness, because it contributes to the general prosperity of 
the country. For this reason, if for no other, it is inter- 
esting to study the index of factory wages. 

Four chapters have now been devoted to a study of 
prices in their relation to stock market trends. To 
summarize briefly, it has been observed that the prices of 
certain individual commodities as well as certain groups 
of prices are dependable and valuable in forecasting 
market movements. The prices of such raw materials 
as iron, steel, and coke, which are widely used in basic 
industries, are reliable barometers of the stock market. 
A sensitive general wholesale price indicator such as 
Bradstreet’s is also useful. And from the price indexes 
of certain groups of commodities, like iron and steel, or 
building materials, fairly definite and accurate conclusions 
can be reached as to future stock prices. From commodity 
price data one may obtain valuable assistance in stock 
market forecasting. 
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Crop Production 

T he cultivation of crops began over ten thousand 
years ago when prinaitive man accidentally discov- 
ered that seeds dropped upon fertile ground yielded 
a worth-while harvest. It was not long before he 
stopped chasing his food through the forest, and parti- 
tioned off the most fertile fields he could find, settled 
down upon them, and raised his food. 

The progress of agricultural means and methods has 
not been rapid, however. Only in the recent years of 
scientific investigation has the labor of the farmer been 
greatly lightened. At the same time, the use of fertilizer 
has permitted cultivation of a single area for an indefinite 
length of time. The introduction of crop rotation, 
scientific discoveries of soil differences and possibilities, 
and mechanical improvements in implements and mate- 
rials have exerted a tremendous influence upon agricul- 
tural methods. They have minimized the time required 
to produce the mere necessities of life and have afforded 
the farmer more and more time for luxuries, amusements, 
and education. 

Large Numbers Released From Farm Duty 

At one time all men were forced to spend all their time 
producing their own food and clothing; everyone was a 
“farmer.” Even as late as the American Revolution 
most able-bodied men had to be farmers, with nine out 
of every ten men farming, as compared with the present 
ratio of three out of ten. Yet records show that farm 
products have actually increased in quantity and 
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improved in quality. This progress has been accom- 
plished by scientific methods. 

With less than one-third of our total population engaged 
directly in agriculture, it is now possible for large numbers 
to live in cities, where they may participate in the pro- 
duction of such goods as automobiles and countless other 
time-saving devices. These products make possible a 
higher standard of living. The development of the era of 
invention, when millions of men were no longer required 
for duty on the farm, marks the point at which men could 
choose between farming and factory labor. It is an 
important one to study. 

Business Cycles are Industrial Phenomena 

From the time that men left the farms and small work- 
shops in large numbers to enter factories, business has 
experienced recurrent periods of prosperity and depres- 
sion. The rapid development of the industrial system 
has paralleled the appearance of the “business cycle.” 

The recurrent business cycle is a strictly industrial 
phenomenon. There had been periods of good and bad 
business before inventions brought about the Industrial 
Revolution, but those sporadic movements were the results 
of other causes than are believed to be affecting the 
present rhythmical business cycle. The stock market, 
too, was formerly affected by such an occasional influence 
as the issuance of worthless paper money, which would 
cause turbulent bull and bear markets. But such an 
influence as well as other extraordinary factors, like 
rumors of war, the abdication of a sovereign, famines, 
or plagues, were special causes, resulting in unnatural 
movements in stock prices. It has only been since the 
factory system became an established part of the life of 
the people that business has exhibited regular periods of 
prosperity and depression. 
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Certain Crops Closely Related to Industry 

This indicates that agricultural conditions will not be 
of especial value in forecasting the stock market except 
in those particular products of agriculture which are 
dependent upon industrial conditions. For example, 
since the demand for such commodities as cotton, wool, 
pork, and hides is greater in times of industrial prosperity 
than in times of depression, the prices of those commodi- 
ties will naturally be influenced by general industrial 
conditions. It was to be expected, therefore, that in an 
earlier chapter the prices of those commodities would 
prove to be significantly related to stock prices. 

The explanation for the afiiliation between the prices 
of certain agricultural commodities and the stock market 
may be found in the theory that when the supply of a 
commodity coming into the market is fairly steady year 
in and year out, but the demand for that article is great 
at some times and small at others, the result will be that 
the price fluctuates widely with the demand. Further- 
more, when it happens that the demand for the com- 
modity synchronizes with business conditions, the price 
of that commodity will bear a definite relation to business 
activity and to stock prices. 

Crop Production Independent of Business 
Conditions 

But while changes in demand for certain agricultural 
products sometimes cause fluctuations in prices which 
correspond with changes in industrial conditions, it is 
significant that the production of even these commodities 
is not closely related to industrial conditions. The supply 
of all agricultural products is largely controlled by the 
vagaries of climatic changes such as rainfall, temperature, 
or wind. Therefore, while the trend of prices of some 
agricultural commodities may give occasional indications 
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of the future trend of business and stock prices, the pro- 
ductive phase of the situation does not offer such useful 
information. 

The production of agricultural commodities is not 
simple. A farmer cannot vary his crop with the changing 
demands of his consumers. He must plan his crops 
months before they are to be consumed, attempting to 
gauge the future demand while keeping in mind the neces- 
sity of crop rotation to maintain the fertility of his soil. 
In addition, the time in which a farmer may produce is 
limited by the unchangeable seasons of the year. Few 
business men must use the foresight required of the 
farmer. The Department of Agriculture of the federal 
and state governments as well as the agricultural schools 
throughout the country try to help the farmer with these 
problems. 

Development of Govebkment Crop Reporting 

The federal government, through the Bureau of Crop 
Estimates of the Department of Agriculture, has been 
particularly helpful. The first government crop-reporting 
service was begun in 1862, when unpaid crop correspond- 
ents were appointed upon recommendation of members 
of commercial and agricultural societies to furnish periodic 
reports on the condition of crops, average yield, acreage, 
and production in their respective localities. In 1882 the 
government appointed a number of paid agents to dupli- 
cate and thus check the work of the unpaid agents. The 
paid agents had a corps of assistant field agents. Their 
reports, sent directly to the Department of Agriculture, 
were compiled from independent observations and from 
reports from selected farmers, millers, grain-elevator 
operators, and transportation companies. About 1900, 
traveling field agents were appointed and later specialists 
in various kinds of crops were added to the Department. 
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In 1915 the local agents were abolished and the work of 
the whole department was centralized into one unit to 
provide the farmer with the best possible crop-forecasting 
service. 

Crop Reporting at Present Time 

Data showing the acreage and condition of crops and 
the expected yield are published at frequent intervals 
during growing seasons for thirty-two different crops by 
the Department. These impartial reports are the result 
of co-operation among the farmers to learn the truth about 
agricultural crop conditions throughout the country. 
They may be relied upon because the statistics are based 
upon the unbiased views of farmers and government field 
agents in all parts of the country. The farmer may draw 
his own conclusions from them in estimating probable 
supply and demand. He need not depend upon rumors 
which might easily be false propaganda designed to raise 
or lower market prices. 

Agricultural conditions are most difficult to forecast. 
Prices are determined by conditions not only in one 
country but throughout the world. In no other field are 
there so many small-scale producers from whom it is diffi- 
cult to get accurate statistics. Agricultural production is 
dependent upon a fortuitous element almost without 
parallel in other lines. The government crop reports are 
therefore extremely valuable to the farmer not only be- 
cause they furnish reliable data, but because they help to 
stabilize the whole price structure of agricultural com- 
modities. 

“Intention Surveys” 

The government has recently been publishing “inten- 
tion surveys,” data which estimate the acreage upon which 
farmers in all sections of the country are intending to plant 
each particular crop during the coming season. These 
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surveys try to provide a basis upon which fanners can 
change their crop-growing plans before it is too late, in 
case it appears that there will be an oversupply of one crop, 
or an undersupply of another. Undoubtedly, such infor- 
mation will have an important stabilizing influence upon 
the prices of agricultural products in the future. 


CROP PRODUCTION AND STOCK PRICES 
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CHART 18 

Unsympathetic Crop Production 

A comparison of the sizes of the different crops and 
stock prices is shown on Chart 18. Plainly there is a lack 
of relationship between them, and consequently there is 
little stock-price forecasting value in crop data. The 
explanation of this has already been suggested: whereas 
industrial production for the most part can be controlled 
at will, crop production is a relatively long process and 
cannot be regulated so easily. Crop production cannot 
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reflect, therefore, the trend of business as it changes 
from month to month. 

Agricultural Conditions Affect Certain Companies 

While agricultural production is not of value from the 
standpoint of judging general business conditions, there 
are certain companies which cater to farmers almost ex- 
clusively and are naturally concerned not only with crop 
conditions in various parts of the country but also with 
sectional groups of farmers interested in a single crop. For 
instance, mail-order houses which sell to all classes of 
farmers are interested in general agricultural conditions, 
while the manufacturer of threshing machines is inter- 
ested principally in conditions among grain growers. Crop 
reports are of value to such companies, for it is possible 
to learn from them something of general agricultural con- 
ditions, as well as which particular sections of the country 
are prosperous and which are not. 

Since prosperity for certain types of companies depends 
upon agricultural conditions, it is obvious that common 
stock in those companies is valuable in the degree that 
agricultural conditions are analyzed correctly. But since 
it was shown in Chapter I that almost all stocks move 
with general business conditions, some to a greater degree 
and some to a lesser degree, discussions of individual 
stocks are not to be taken up here. Only the factors which 
affect general stock market trends will be discussed. 

The fluctuations in agricultural production are obvi- 
ously due to the weather or other conditions which do 
not affect business so vitally. During the years when 
weather or growing conditions are universally poor, one 
would naturally presume that the decreased purchasing 
power of farmers, who form a large part of the purchasing 
public, would necessarily lead to a lowering of general 
business prosperity. But the facts, at least in so far as 
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the United States is concerned, do not fit the theory. 
Naturally, countries which raise only one or two agri- 
cultural products are seriously affected industrially if 
those crops fail, and one needs only to point to the indus- 
trial as well as agricultural depression in Cuba after the 
twenty-five-cent sugar spree of 1920 has subsided. But 
conditions in the United States are very different. Here 
the agricultural interests are so diverse that the very 
same conditions which are disastrous to one crop will 
often yield an unusually fine crop of another product, 
and general business conditions will not be effected. 

Crop Conditions Vary throughout the Country 

In the United States, too, one commodity is seldom 
poor throughout all sections of the country. A poor 
wheat crop in Red River Valley may be offset by a good 
wheat crop in the Columbia basin. Or even within the 
Mississippi Valley, because of its vast proportions, during 
a single season there may be produced both good and 
poor crops of wheat. Naturally, a poor crop anywhere 
will tend to lower the total supply. But very often the 
amount of the deficiency is made up either from domestic 
or foreign sources, and the price of the commodity does 
not rise unduly. 

To each farmer individually, one year’s crop failure will 
naturally make a great difference. But, on the other 
hand, the farmer who raises a good crop of wheat will 
profit at the expense of the one whose crop is poor and 
farmers as a whole will receive about the same total return 
for their crops. 

Variations in Different Crops 

The annual volumes of production of four of the prin- 
cipal crops are shown together in Chart 18. The chart 
shows how erratic the production figures are and also that 
the size of some crops varies more than others. 
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The size of the corn crop varies less from year to year 
than any of the others. This “king of forage crops” has a 
greater aggregate value than any of the others. About 
four-fifths of the corn produced is consumed on the farm 
largely as food for hogs; the other one-fifth finds its way 
into general trade. About three-fourths of the crop is 
raised in the valley of the upper Mississippi. 

The amount of oats produced from one year to the next 
varies more widely than corn. The principal use for oats 
is as a horse feed, although about 3% is used in the diets 
of people, largely as oatmeal. Most of the oats are grown 
in the corn belt. 

The production of wheat fluctuates more widely than 
either corn or oats. It is grown mostly on the central 
plains and in the Columbia basin. Wheat, since it con- 
stitutes the chief ingredient of two necessary foods, bread 
and cereal, experiences little change in demand. There- 
fore, even though most wheat finds its way into industry, 
it is so decidedly a necessity that the demand does not 
fluctuate closely with business conditions. And of course 
the supply of wheat is subject to the same natural 
hazards as are other agricultural commodities. 

The size of the barley crop fluctuates more widely than 
any of the other three. It is grown chiefly in California, 
Minnesota, and the Dakotas. It is used mainly as stock 
food and in the making of beer. 

The production figures for these four crops show no 
relation between the size of the crops and stock prices. 

Cotton Production Largely Confined to One Section 

It is of interest here to examine the production figures 
of cotton separately, since there are more detailed statis- 
tics showing production and consumption of this com- 
modity than for most other agricultural products. 

It may be seen from Chart 19 that the United States 
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cotton crop fluctuates more widely than any other major 
crop. These wide variations are explained by the fact 
that cotton growing is almost entirely confined in this 
country to the southern states, which produce about one- 
half the world’s supply. Cotton differs from most other 
crops in that conditions affecting one crop of cotton will 
almost necessarily affect all crops, since production is 


COTTON PRODUCTION AND 
CONSUMPTION AND STOCK PRICES 
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concentrated in a section which is a geographic etitity. 
The boll weevil sweeps through the whole area within a 
short time. Weather conditions, too, are liable to be 
the same throughout the entire territory. Other crops 
are not usually so restricted to one region. 

Cotton Demand Fluctuates with Industry 

Unlike most other agricultural products, the demand 
for cotton is greatly affected by industrial conditions. Al- 
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though variations in the size of the crop do not materially 
affect the demand, prosperous business conditions greatly 
increase the demand for cotton goods. Naturally this is 
reflected in a greater demand for raw cotton. Since 
cotton can be stored when there is no need to use it imme- 
diately, manufacturers gauge their production from con- 
sumer demand rather than from the size of the cotton crop. 
Thus the figures showing cotton consumption in Chart 19 
move in cycles which correspond broadly to variations in 
general business conditions. 

These data reflect manufacturers’ rather than final 
consumers’ demand for cotton, since it shows cotton- 
manufacturing activity. The number of 475 to 515- 
pound bales of cotton consumed by cotton mills in the 
United States represents the amount used in spinning 
cotton which must undergo many more manufacturing 
processes before it reaches the final consumer. The 
so-called “cotton consumption” in Chart 19, therefore, 
exhibits in its wide fluctuations the same characteristics 
as most data showing the demand for raw materials 
rather than consumer demand, as the title might lead 
one to believe. 

Cotton manufacturing has long been a sensitive barom- 
eter of general industrial conditions. Moreover, move- 
ments in cotton manufacturing activity are usually in 
advance of the average industry. These act%al figures 
also have a fairly definite relationship to the stock market, 
usually moving with the market. 

The actual figures of cotton consumption are subject to 
sharp month-to-month fluctuations. A twelve-month 
moving average changes much more steadily, but because 
it moves later than the actual figures, the trend of the 
stock market has usually already been reversed by the 
time the moving average changes direction. 
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Relation between Production and Prices 

There are a number of unusual factors which have 
entered into these studies of conditions within the cotton 
industry. A previous discussion of the price of cotton 
sheetings and of print cloths proved that at times the 
general level of the prices of those commodities showed 
very diflFerent trends from general commodity prices. 
For instance, in 1912, 1913, and 1914 the prices of cotton 
goods were at relatively lower levels than were general 
commodity prices. Now, with the additional information 
afforded by the cotton-production figures shown in this 
chapter, it is obvious that there was an unusually large 
amount of cotton produced during those years, a condition 
which naturally resulted in low prices. Another pecu- 
liarity of cotton prices was that during 1917, 1918, and 
1919 the prices of cotton goods rose more than those of 
most other commodities. Again the explanation is offered 
by the production figures: cotton production was low 
during that period. Since 1921, the fairly large volume of 
cotton produced has had a very decided effect in lowering 
cotton-goods prices. 

For stock forecasting purposes, however, the level of 
cotton-goods prices is not so important as the trend. 
Fluctuations in demand for cotton goods are deperident 
more upon current conditions in industry, so that they 
have a more important influence upon the immediate 
trend of prices than do variations in the size of yearly 
crops. For the same reason, cotton-consumption figures 
serve as a barometer of the stock market in spite of erratic 
changes in the size of crops. Consumers are not forced 
to use the cotton as soon as it is harvested. It may be 
stored until a more urgent need is felt for it. In the respect 
that it may be stored indefinitely, cotton resembles 
industrial rather than agricultural products and reflects 
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industrial conditions to a much greater extent than do 
most agricultural products. 

Summary 

It appears, then, that the production of agricultural 
crops bears almost no relationship to stock prices, but is 
dependent upon fortuitous factors which are quite inde- 
pendent of general industrial conditions. While cotton 
production varies more widely than any of the other big 
crops, the fact that it is strictly an industrial raw material 
and is capable of being stored until needed, makes cotton 
prices — and especially cotton-goods prices — as well as 
raw-cotton consumption, fluctuate in cycles which bear 
resemblances to general business and the stock market. 
On the whole, however, there seems to be little agricultural 
data of direct value in forecasting the trend of the stock 
market. 



Chapter IX 

Mineral Production 

T he production of agricultural commodities differs 
fundamentally from the production of minerals, in 
that farm crops are the products of the earth, 
whereas minerals are a part of the earth. A farmer is able 
to raise crops year after year from his farm if he will only 
see that fertilization replaces the proper elements in his 
soil. Once an area is mined, however, thousands of years 
are required to replace the minerals, and the miner usually 
finds that his land is valueless. 

This basic difference between mineral and agricultural 
production accounts in a measure for the difference in the 
volume produced. Professor Edmund E. Day has esti- 
mated that between the twenty years from 1899 to 1919 
the physical volume of production of mineral and agricul- 
tural products increased as follows : 



1899 

1919 

Mining 

100 

228.0 

Agriculture 

100 

137.6 

Population 

100 

139.7 


The figures show that while agricultural production 
barely kept pace with the growth of population, the pro- 
duction of minerals increased much more rapidly. At 
the end of twenty years, the volume of agricultural pro- 
duction had increased 37.6% and population had increased 
39.7%, whereas the volume of minerals produced had 
increased 128%. In order not to magnify the importance 
of this rapid increase in mineral production beyond its 
true economic significance, it should be noted that the 
aggregate value of farm products is four or five times as 
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large as mineral products. In other words, when the 
volume of both farm and mineral production increases 
proportionately, the value of farm products increases over 
four times as fast as the value of mineral products. 

Mineral Production More Easily Regulated 

These differences may be explained by the fact that 
mining can be regulated more closely in accord with the 
demand, while agricultural production is dependent upon 
weather conditions. In addition, the process of cultiva- 
tion cannot be curtailed or increased at will so easily as 
mining. An increase in agricultural production would 
usually mean an expansion of acreage, and, since there is 
little cultivable area in the country which is not now being 
used, expansion must go forward very slowly. On the 
other hand, new mineral sources are being discovered 
constantly. 

During the early stages of the war, the production of 
mineral products received a powerful impetus. Prices of 
minerals used in the manufacture of munitions rose six 
months before the prices of most other commodities were 
affected, and mounted to higher levels than any other 
group of prices. In 1917 they were over three times the 
pre-war level. The result of such high prices was that 
mining facilities were expanded to a degree entirely out of 
proportion to the needs of a nation in normal times, so that 
after the war there were sharp reactions in the price and 
production of minerals. 

Minerals Influenced by Industrial Conditions 

Certain basic influences which had been operating for 
at least thirty years were sufficiently powerful to cause 
recurrent periods of high and low mineral production with- 
out the stimulus of war, however. The production of 
minerals is influenced by industrial conditions, and there- 
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fore fluctuates in accord with the changes in general 
business conditions. 

The prices of certain basic commodities, it has been 
observed, are more sensitive to business conditions than a 
general index which groups the prices of many different 
commodities together. Similarly, the production figures 
of those commodities which are most widely used in 
industry and are more sensitive to industrial conditions 
are more useful than general production indexes which are 
composed of a number of different minerals. 

Minerals Differ Radically 

Minerals are used for widely varying purposes.. The 
building-material group, including limestone, sand, clay, 
and rock, follows the course of building construction. 
The ferrous metals, including zinc and coke, are closely 
allied to the iron and steel industry. Coal and petroleum, 
as well as the precious metals, gold and silver, have 
peculiarities in production which cause fluctuations dis- 
similar to those of any of the other minerals. A few metals 
like iron and steel move very closely with general business 
conditions. 

All minerals will not be discussed' in detail, for some are 
obviously not helpful. For example, the production of 
the precious metals, silver, and especially gold, fluctuate 
not so much with business conditions as with new dis- 
coveries and the cost of mining. A few other metals can- 
not be used because satisfactory data pertaining to them 
are not available. Among these are tin, zinc, lead, sand, 
rock, limestone, and clay. It may be observed, however, 
that most of these are so widely used in building that they 
would naturally fluctuate with the volume of construc- 
tion. This will be discussed later. 

As yet, the production data of many minerals which 
might be of value in stock market forecasting are avail- 
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able for only limited periods. And even during these 
periods they have usually been subjected to the abnormal 
influences of the war, so that they have not been given a 
fair chance to prove their worth. However, the data are 
so widely disseminated throughout financial circles that 
it is interesting to form an estimate of their value in rela- 
tion to other well-known barometers. 

Copper Important Industrially 

Copper, when used in its natural state, or in alloy 
with other metals in the manufacture of bronze and brass, 
is of great industrial importance. The automobile man- 
ufacturers, ship-builders, electrical industries, and rail- 
roads use immense quantities. The United States, par- 
ticularly Arizona, Montana, Utah, and Michigan, produces 
about one-half of the world’s output. 



The war created a demand for copper which raised the 
production and price of the metal to unprecedented levels. 
But after the war, in spite of the sharp decrease in both 
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demand and price, the manufacturers refused to slacken 
up production except for a brief period in 1921 and early 
1922. For months they continued to produce more 
copper than was necessary under normal peace conditions. 
More recently, however, production has been curtailed 
sufficiently so that the oversupply is being gradually 
worked off. When that is accomplished, copper pro- 
duction may again react to industrial conditions as it 
probably did before the war. 

It is evident from Chart 20 that copper cannot at 
present be evaluated very highly as a stock market barom- 
eter, because the available data have been subjected to 
such abnormal influences. 

Capricious Oil Production 

Crude petroleum is a liquid mixture of hydro-carbons 
which varies widely in composition and appearance. 
It is obtained chiefly from Texas, Oklahoma, Kansas, 
and California. It is used extensively as a lubricant 
and a fuel. The principal product is gasoline. Although, 
by refining, several hundred different commodities are 
produced which are used variously in industry, the arts, 
and the home, it is the demand for the one product, gas- 
oline, which is the chief magnet affecting the rate of crude 
petroleum consumption. 

The production of crude oil is less sensitive than that 
of any other mineral to the changes in business conditions. 
At times, as in 1921 and 1922, production seemed to be 
keeping pace with the general activity of industry, but 
more frequently, as during the months from early 1920 
to the middle of 1924, it shows no relationship to general 
business trends. 

From Chart 21 it may be seen that oil production 
increases regularly for years at a time, as from 1919 to 
1924, with only short seasonal interruptions. But it is 
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CHART 21 

also true that it will show sudden changes in rate of 
increase as it did after 1923. Oil production is not 
influenced hj business conditions, but depends upon new 
discoveries of oil wells. 

Whatever value oil production statistics nia 7 have 
in forecasting the future trend of oil securities, it is cer- 
tain that they are valueless in forecasting general trends 
of the stock market. Chiefly because the oil industry 
is an important factor in modern business, oil production 
statistics are widely circulated. In using them, however, 
it should be remembered that they are useless as barom- 
eters of general conditions. 

Oil Consumption Moves in Cycles 

From the limited data available it appears that demand 
for crude petroleum fluctuates more closely with business 
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conditions than does production. Chart 21 shows a 
tendency for consumption to move in cycles. During 
the last few months of 1920 a peak in consumption was 
reached, followed by a period of decreasing demand during 
1921 and 1922. Consumption again increased rapidly 
during 1923, and in early 1924 showed a tendency to 
slacken. 

During the past few years it has not been possible to 
use figures of crude-oil consumption in comparison with 
previous data, because in 1925 the figures for oil con- 
sumption in California, one of the component parts of the 
old series, were calculated on a new basis and could no 
longer be included. Because the figures since this change 
are not comparable with the previous figures, they are 
not shown on the chart. 

While it is unsafe to form definite conclusions from 
such limited data showing the consumption of crude 
oil, it is undoubtedly true that changing business con- 
ditions affect oil consumption more vitally than they do 
production. 

Some Facts Concerning Petroleum 

It is interesting to examine the oil industry a little 
more closely from the standpoint of production and con- 
sumption. In the sixty years during which this industry 
has been developing in the United States, the volume of 
production has, like most other businesses, been subject 
to variations from one year to another. 

In the case of crude oil, however, these variations are 
not so great as in most other businesses. In fact, the 
volume of production of almost all other minerals, as 
well as most farm products and manufactured articles, 
shows wider fluctuations from one year to another than 
does the volume of crude oil produced. Instead of show- 
ing wide cyclical variations from year to year, Chart 21 
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shows that in the case of petroleum it is the long-time 
trend which is most striking. 

It has been estimated by Joseph E. Pogue that from 
1907 to 1919 the rate of increase in crude-oil production 
was 7.1% yearly. In 1919 the trend changed to an even 
steeper gradient, increasing about 16.6% each year during 
the period from 1919 to 1923. Since 1923, however, the 
rate of increase in crude-oil production has been much 
slower. 

In attempting to explain these radical changes in the 
volume of oil produced, Mr. Pogue states that during the 
war the demand so exceeded the supply that the stocks 
of crude oil were drawn upon freely. This, he holds, 
led to the popular belief that petroleum resources of the 
country were limited and that there was danger of our 
becoming dependent upon foreign sources of supply. 
The result was a spectacular rise in oil prices, which 
attracted large amounts of investors’ capital into the 
industry. During the years from 1916 to 1918 the new 
oil and gas companies formed involved an average of 
$600,000,000. Then during the year 1919 the new oil 
and gas incorporations involved almost $3,750,000,000, 
an increase of 525% in the volume of companies incor- 
porated since 1916. This additional capital invested in 
the industry stimulated improvement in technique of 
oil-finding as well as advancement in geology, improve- 
ments in oil-well machinery, and better organization of 
the industry generally, so that the yearly increase of 
7.1% grew to a yearly increase of 16.6%. This rapid 
rise in rate of production of petroleum, during and immedi- 
ately preceding 1923, lowered crude-oil prices to such an 
extent that production has lately been considerably 
curtailed. 

Although the trend of oil production often changes 
radically, these changes are not caused by variations 
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in general business conditions, but are the result of fortui- 
tous discoveries of new wells, or improvements in oil- 
producing technique. 

Anthracite Coal for Household Use 

Coal is one of the most important minerals produced 
in the country. Not only is it universally used for house- 
hold purposes, but it is an extremely important raw 
material in manufacturing. It is essential to differentiate, 
however, between anthracite and bituminous coal. 

Anthracite, the so-called “hard” coal, contains 85% to 
95% carbon as compared with the 70% to 85% carbon 
content in bituminous, or “soft” coal. Anthracite is 
produced principally in Pennsylvania. It is more desir- 
able as a fuel because of its superior heat-producing 
qualities and because it burns with less smoke and is 
much cleaner to handle. The high price, however, has 
limited its use almost entirely to those householders to 
whom cost is relatively less important than the advan- 
tages of a cleaner fuel. Since the demand for anthracite 
is restricted largely to house-heating purposes, and since 
this type of demand does not fluctuate with periods of 
business prosperity and depression, the production of 
anthracite coal does not reflect to any great extent busi- 
ness and industrial conditions. 

The steady demand is reflected in the steady produc- 
tion figures shown in Chart 22. Although the total 
volume of production varies considerably from one month 
to another, largely because of seasonal factors and the 
numerous strikes typical of the entire coal industry, it is 
evident from the figures that the volume of anthracite 
produced naoves in a very gradual upward direction. 
Production is clearly not affected by business trends. 

The use of a moving average in the chart of coal pro- 
duction shows one of the chief weaknesses of that statis- 
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tical device. The frequent strikes cause a decided decline 
in coal production, which necessarily affects the moving 
average. Since it cannot smooth out such abnormal 
influences, the trend of a moving average at such times is 
misleading. On the whole, however, it cannot be con- 
demned for this failure, since in most cases it has been 
found to be very useful. 



“The Fuel of Industry” 

While anthracite is considered better for home-heating 
purposes, about half the household demand is for bitumi- 
nous coal. If this were the only use to which bituminous 
coal were put, its production would show only the gradual 
upward trend which was observed in anthracite produc- 
tion. Bituminous coal, however, is the “fuel of industry.” 
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Almost three-quarters of all bituminous coal produced is 
used by railroads and in industry; 25% of this total is 
used in making iron and steel, while the rest is used 
variously in generating steam, making coke, gas, tar, and 
other commercial products. 

Bituminous coal is mined principally in Pennsylvania, 
West Virginia, Illinois, and Ohio. The industry has been 
overdeveloped to the extent that the capacity of mines is 
far in excess of demand. More bituminous coal can be 
produced than business can consume. Since coal may be 
stored indefinitely, the price is not controlled so much by 
changes in demand as by traffic congestion or strikes. 
Such events have been frequent in the history of the 
bituminous industry and have often caused the price to 
rise sharply. Ordinarily, however, the price is not affected 
greatly by changing demand or supply as business goes 
from dull to active periods. Usually the only result, 
because the supply is so great, is to bring more mines into 
production. 


Frequent Coal Strikes 

While the price of bituminous coal is not affected by 
changing demand, the volume of production is. When 
demand increases, production increases to meet it; when 
demand slackens, there is less coal produced. Chart 22 
shows the cycles of bituminous coal production. There 
is a distinct seasonal lull during the early part of the year 
followed by increasing activity until well into the fall 
months. There are also sharp irregular declines in pro- 
duction which are obviously not caused by recessions in 
business activity. Strikes were the cause of these declines 
in the spring of 1906, 1910, 1912, 1919, and 1922. 

Strikes are such a characteristic feature of the coal- 
mining industry that they must always be taken into 
consideration, especially when using production figures. 
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Generally the miners and coal operators agree upon a wage 
scale to run for two years. They are often not able to 
agree upon a renewal scale, and a strike results. Strikes 
make production figures more diflSicult to understand and 
less useful. In spite of this influence, however, variations 
due to business conditions are sufficient; so that the figures 
are not without value. 

In addition to the seasonal fluctuations which were just 
noted, there is a tendency for the bituminous production 
curve to move in cycles. A twelve-month moving average, 
by eliminating the seasonal factor, makes this tendency 
more apparent, although the influence of strikes on the 
moving average is obvious. Strikes cause halts in produc- 
tion, resulting in occasional sharp declines in the moving 
average, which tend to obscure the true trend. 

Prediction Value of Bituminous Coal 

After allowance has been made for this factor, the 
moving average seems to have a fairly definite relationship 
to the trend of stock prices. At the point when the 
moving average begins to decline after a prolonged rise and 
when stock -prices have been declining, stocks are generally 
at a low level. It seems advisable to watch stock prices 
as well as coal production trends in order to be certain that 
the moving average is not moving falsely under the 
influence of strikes. 

A prolonged period of declining stock prices usually sets 
in some months after the moving average of bituminous 
coal turns upward. The lapse of time between the two 
events varies, so that it is usually from seven to twelve 
months before the stock market reaches its peak and begins 
to decline. This barometer seems unable to forecast, with 
any degree of accuracy, downward movements of stock 
prices. Its chief value is probably in indicating favorable 
periods to buy stocks. 
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Cement Widely Used 

Cement is often classified with the minerals. It plays a 
most important part in road making and in the construc- 
tion of certain types of buildings, especially office buildings 
and factories. The many minerals such as limestones, 
shells, marl, cement rock, clay, and shale, of which it is 
comprised, must be pulverized and combined in various 
ways before the cement is ready for use. 

The production of cement tends to follow the volume of 
building construction. The construction of homes, office 
buildings, and factories varies widely with periods of 
industrial prosperity and depression. Cement production 
would prove a more valuable indicator of the trend of 
business conditions were it not for the fact that road build- 
ing, an industry little affected by industrial conditions, 
also requires a large amount of cement. The volume of 
cement production therefore does not reflect general busi- 
ness conditions so accurately as could be expected if build- 
ing construction were the sole source of demand. 

Statistics showing the volume of cement production 
have been available for approximately fifteen years. 
During that time abnormal conditions have affected pro- 
duction radically. In 1917 and 1918 the participation of 
the United States in the war caused a general decline in 
both building construction and road building. Construc- 
tion work was avoided as far as possible, resulting in a 
lessening demand for cement. The moving average of 
cement production on Chart 23 shows the sharp decline 
during the war years. Since the war there is indicated a 
greatly increased production except for the temporaiy 
dullness during 1920 and 1921, when general business 
conditions were at a low ebb. The greatly increased 
production in recent years has been caused by the building 
boom. 

Although during the period for which cement produc- 
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CHART 23 

tion figures are available they have seemed to bear no 
relationship to stock prices, it must be remembered that 
these years have been decidedly abnormal. Cement 
production is closely allied to the volume of building 
construction, which in turn is related to stock prices. It 
is reasonable to suppose, therefore, that these figures will 
prove valuable in forecasting stock market trends once 
the abnormal demand for building construction has been 
satisfied and construction again more nearly reflects the 
ebb and flow of general business rather than a period of 
war curtailment or a building boom. 

Summary 

It has been observed in this introductory discussion of 
mineral production that copper and cement production 
have been subject to abnormal influences during the period 
for which data are available, but that in the future they 
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will probably reflect general business conditions more 
accurately. The production of crude petroleum seems to 
bear no relation to general business conditions, although 
petroleum consumption reacts slightly to periods of busi- 
ness prosperity and depression. Anthracite coal produc- 
tion does not fluctuate widely because it is principally 
used in the household. Bituminous coal, “the fuel of 
industry,” is useful in selecting buying periods for stocks, 
although less useful in determining the proper selling 
point. Of these minerals, this bituminous coal pro- 
duction data seem at present to be the most useful in 
forecasting stock market trends. 



Chapter X 

Iron and Steel Production 

A BOUT 4000 B.C., Egyptians, wandering over the 
/■A peninsula of Sinai which extends down into the 
Red Sea, accidentally discovered by building fires 
over copper-ore deposits that tiny beads of pure copper 
could be separated from the ore. They soon found many 
uses for the metal other than for ornaments. Blades cast 
of copper replaced flint knives. The process of making 
bronze from copper was discovered. Copper tools were a 
vital factor in the remarkable architectural accomplish- 
ments of the Egyptians. The “Age of Bronze” lasted 
from about 3000 b.c. to 1000 b.c., the fall of the Egyptian 
Empire. 

The cause of the empire’s decline is significant. The 
Egyptians were defeated by the Hittites in Syria because 
the Hittites possessed iron weapons which proved superior 
to the Egyptians’ copper ones. The Hittites had learned 
to work the iron mines along the shores of the Black Sea, 
and soon distributed the metal along the Mediterranean. 
Iron began to replace bronze as the most important com- 
mercial metal. The “Iron Age” began about 1000 b.c. 
Since then, for almost three thousand years, no other 
metal has approached the commercial importance of iron. 
From its early use in the manufacture of weapons, its uses 
have grown until it is now recognized as a factor without 
which the present development of civilization would have 
been impossible. 

So important has iron become in modern industry that 
attempts have been made to attribute the cause of the 
alternating periods of business prosperity and depression 
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directly to iron. It has been pointed out that business 
depressions are most severe in those countries which are 
the greatest producers of iron; namely, Great Britain, 
France, United States, Germany, and Belgium. The 
adherents of this theory claim that the intensity of the 
business cycle in a country is in direct proportion to the 
country’s importance as an iron producer. They find 
additional support for their theory in the fact that Russia, 
Austria, and Sweden — fairly important iron-producing 
countries — experience mild business cycles, but Spain and 
Italy, which produce very little iron, rarely experience the 
violent changes in business conditions apparent in the 
countries which produce large amounts of iron. 

Iron Production Reflects Business Conditions 

It must be admitted from the above roll-call that 
nations seem to be important industrially in the degree 
that they produce iron. However, the most generally 
accepted theories today lay stress upon the fact that 
business depressions are most pronounced where all indus- 
trial activity, rather than merely iron and steel, is greatest. 
The countries of greatest industrial importance will natu- 
rally produce the largest amounts of steel, since it is so 
vital to modem industry. But the business cycle is now 
considered to be the result of great industrial activity, 
which in turn requires large amounts of iron and steel. 

Economists today believe that while iron and steel do 
not cause business cycles, they are so extensively used in 
basic industries that fluctuations in their production neces- 
sarily reflect fluctuations in general business conditions. 
These variations in production are believed to be the effect 
rather than the cause of business cycles. Iron and steel 
are used more widely in basic industries than any other 
commodity, and hence there is no commodity which 
fluctuates so closely with general industrial activity. 
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Iron and Steel Industry Outranks Others 


The table shown on this page, which ranks each of the 
thirteen major manufacturing industries of the country 
according to their relative importance, gives an idea of the 
importance of the iron and steel industry in relation to 
other industries. It is clear that a single industry may 
not be most important in all respects. For example, 
the iron and steel industry is first in amount of wages 
paid, but second in the value of its products. In judging 
the importance of the various industries, this table takes 
into consideration the value added in manufacture, value 
of products, cost of materials, wages paid, number of 
wage earners, and amount of capital employed. Only the 
last column, giving the number of establishments, is not 
used in giving to each industry a general ranking as shown 
in the first column. This information, although interesting, 
is not indicative of the true importance of the industry, for 
it makes little difference whether there are many small 
establishments or a few large ones. 


I 

O Industry 

1. Iron, Steel and Products 

2. Textiles and Products 

3. Food and Kindred Products 

4. Lumber and Remanufactures 

5. Chemicals and Allied Products. . . . 

6. Vehicles for Land Transportation. . 

7. Paper and Printing 

8. Metals and Metal Products 

9. Railroad Repair Shops 

10. Leather and Products 

11. Stone, Glass and Clay Products . . . 

12. Tobacco Manufactures 

13. Liquors and Beverages 

Miscellaneous Industries rank 
between groups 
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The iton and steel industry ranks first in general 
importance. More value is added to the product in the 
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process of manufacture than in any other industry, it pays 
the largest amount of wages, and has the largest amount 
of capital invested. It stands second in importance in 
the value of its products, and in the number of wage 
earners. It is third in the cost of materials used. 

Industry Dependent on One Raw Material 

Such industries as the textile or food products industries 
are almost as important industrially as the iron and steel 
industry. In some respects they are even more impor- 
tant. And yet the statistics showing the activities in 
these industries will not serve as such good general barom- 
eters, for the entire iron and steel industry, unlike most 
others, is dependent upon a single raw material. The 
manufacture of bar iron for forging, galvanized sheets, 
tin plates, wire, nails, pipes, or any of the products of the 
industry is dependent upon the production of the one 
commodity, pig iron. This situation is in sharp contrast 
to the manufacture of textiles, which requires a great 
variety of cotton, wool, and silk, or to the food products 
industry, which uses hundreds of different raw materials. 
Variations in the supply of any one of the raw materials 
used in those industries do not necessarily affect the 
entire industry. 

The technological factors of iron and steel production, 
the tremendous size of the industry, its wide usage in all 
fields of industrial activity, as well as the fact that pig 
iron, the all-important raw material, is produced in rela- 
tively few plants, so that it is easily kept account of, make 
pig-iron statistics one of the most useful barometers. 

Many Good Barometers 

The prices of pig iron and bar iron, as well as the price 
of coke, one of the most important raw materials used in 
iron and steel manufacturing, have already been dis- 
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cussed as stock market barometers. Price series of each 
of these three commodities were used to forecast, and 
each afforded a very accurate basis upon which to judge 
the future trend of the market. Since the three were so 
closely related, a combination of them produced an 
unusually useful stock market barometer. 

The use of the prices of iron and steel in stock market 
forecasting is probably not so common as is the use of 
figures showing the volume of production. The accuracy 
with which Colonel Ayres’s 60% blast-furnace barometer 
has predicted the wide swings of the stock market has for 
some time focussed attention on the value of the pro- 
duction figures. There are other iron and steel production 
data besides blast-furnace statistics, which are useful in 
judging the trend of the market. 

It has been observed that the moving average of pig-iron 
prices moves consistently in an opposite direction from 
stock prices and therefore furnishes an excellent barom- 
eter of stock trends. The production of pig iron, as pub- 
lished by “The Iron Age,” bears a close relationship to 
pig-iron prices, although the fluctuations do not exactly 
correspond, for pig-iron prices generally rise after pig-iron 
production has increased and fall shortly before the volume 
of production declines. The moving averages of pig-iron 
prices and pig-iron production decline almost concurrently, 
but the moving average of prices often rises after the moving 
average of production has increased. Because of these 
variations there is naturally a different relationship 
between production and stock prices than was observed 
between pig-iron prices and stock prices. 

Use of Pig Iron in Stock Trading 

Pig-iron production figures shown in Chart 24 seem to 
foretell periods of rising stock prices more precisely than 
they do periods of falling prices. For instance, during 



140 FORECASTING STOCK MARKET TRENDS 


the past twenty-two years it would have been advan- 
tageous to buy stocks whenever the actual figures of 



CHART 24 


pig-iron production, after having reached a peak, declined 
20%. Almost invariably stocks were at bottom prices at 
those times. It is also important to notice that by the 
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time the actual figures had declined 20%, the moving 
average of pig-iron production had also begun to decline. 
In other words, the signal to buy stocks seems to occur 
either when the actual production figures decline 20% or 
at the point when the moving average begins to decline. 

Although, according to the method outlined above, 
this barometer correctly forecasted rising stock prices 
during 1918, it must be admitted that the buy indication 
given at this time was due to traffic congestions and the 
ensuing coal shortage rather than because of a severe 
decline in general industrial activity. As an offset to this 
piece of luck, however, it should be noted that the down- 
ward jog in the figures caused by the steel and coal 
strikes, in the fall of 1919, was the resultof another unusual 
factor. This time, however, the result was less fortunate. 
From these two instances it is obvious that many abnor- 
mal factors must be reckoned with in dealing with figures 
showing the volume of any kind of production. 

The moving average seems to give more definite “sell” 
indications than the actual figures do, although even these 
sell signals are not very definite. The moving average 
generally begins to rise a number of months before stock 
prices have reached their peak. The length of time 
between an upward turn in the moving average and the 
point when stock prices are at their peak varies consid- 
erably. As a rule, however, it would have been advan- 
tageous to sell about twelve months after the moving 
average turned upward. 

To summarize the usefulness of pig-iron production in 
forecasting: When the actual figures of pig-iron produc- 
tion show a 20% decline from a high point, or when the 
moving average of those figures begins to decline, stocks 
are generally low. Twelve months after the moving 
average turns upward after a prolonged decline, stocks 
are generally high. 
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The Furnaces-in-Blast Theory 

These are not the only data relating to iron and steel 
production which are useful in forecasting. “The Iron 
Trade Review” publishes another type of data which 
indicate the volume of pig iron being produced. This 
shows the percentage of total pig-iron furnaces in blast 
in the United States at the end of each month. The 
series is self-correcting for secular trend, that is, since the 
data express the ratio between the total number of fur- 
naces in blast to the total number in existence at the 
particular time, the percentage of furnaces in blast would 
be the same if there were 100 furnaces with 60 in blast 
or if there were 200 furnaces with 120 in blast. Regard- 
less of the growth of the industry from a total of 100 to 
200 furnaces, the “pig-iron furnaces in blast” would in 
either case show 60%. Thus the factor of growth, or 
trend, is taken care of automatically. 

Colonel Leonard P. Ayres, in evaluating these data as a 
barometer, has observed that the average rate of blast- 
furnace operation over a number of years had been about 
60% of the total number in existence. Accepting this 
percentage as the normal rate of production, he observed 
that when the figures crossed the 60% mark on the way 
up, the stock market was usually high, and when they 
crossed the 60% mark going down, the market was 
generally low. This barometer, used according to Colonel 
Ayres’s theory, has been an accurate gauge of stock- 
market conditions. 

Production of Steel Ingots 

There are two other basic commodities whose produc- 
tion figures are similar to pig-iron production and there- 
fore are able to serve as stock market barometers. 

After being variously treated, according to the use to 
which it is to be put, a certain percentage of pig iron is 
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shaped into steel ingots, and a part of it is made into 
iron bars or wrought iron. The portion made into steel 
ingots serves as the raw material for the steel fabricating 
industry just as pig iron serves as the one raw material 
for both the iron and steel industries. Although steel 
scrap is sometimes remade into steel products, steel ingots 
are the principal source of supply. 

The following table shows the percentage of the entire 
production of steel used in each industry during 1925 : 


Railroads 

Building construction 

Automobile 

Oil, gas, water, and mining 

Exports 

Food containers 

Machinery 

Agriculture 

All others 


25% 

im 

13 

8 

5 

4H 

3J4 

SH 

20 


Total 100% 

Railroads, building construction and automobiles con- 
sume by far the largest part of the steel produced in the 
country. The table evidences the great variety of basic 
industries in which steel is used. 

The monthly production of steel ingots has been 
recorded by the American Iron and Steel Institute since 
1917. These production figures reflect activity in the 
industry with exceptional accuracy. They also show such 
a close parallelism with pig-iron production that the two 
series are equally valuable in forecasting. 

The actual figures of steel-ingot production fluctuate 
very closely with movements of pig-iron production 
figures. Steel-ingot production usually does not rise to 
higher levels or fall to lower levels than pig-iron produc- 
tion, but it usually changes at a faster rate. 

The moving average also follows the trend of the pig-iron 
production average. The peaks and troughs occur 
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simultaneousl 7 , and the percentages of rise or fall are 
almost exactly the same. The only noticeable difference 
between the two occurred in 1925 and 1926, when steel- 
ingot production increased at a slightly faster rate. From 
this close agreement it is assumed that steel-ingot data 
will constitute as reliable a barometer as pig-iron data, if 
used in the same manner. Because steel-ingot produc- 
tion increases and decreases at a faster rate, it is better to 
allow a decline in the actual figures of 25% rather than 
the 20% allowed in the case of pig iron as a buying point 
for stocks. A decline in the moving average would signify 
a good time to buy. The selling signal is no clearer here 
than it was in the case of pig iron, but it seems to be safe 
to follow the rule of approximating the peak twelve months 
after the moving average turns upward. 

Coke and Pig-Iron Figures Almost Identical 

Coke is of course used extensively in the manufacture 
of iron and steel, as well as in many other manufacturing 
processes. There is a remarkably close relationship 
between the production of coke and pig iron. Coke pro- 
duction figures have been available since 1912 and have 
moved almost simultaneously with pig-iron production 
trends. When charted together it is almost impossible 
to distinguish one from the other. 

Throughout the period during which it has been pos- 
sible to compare the two series of data, there have been 
many unusual influences, such as the car shortage and 
resulting trafiic tie-up in the winter of 1917-18, and the 
strikes in 1919 and 1922. Even the fact that there was a 
radical change in the technical process of coke manufactur- 
ing did not upset the close correlation between them. In 
1912 about 2,500,000 tons of bee-hive coke and 1,000,000 
tons of by-product coke was a normal monthly produc- 
tion. A decade later the situation was reversed: the 
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production of bee-hive coke was more nearly 1,000,000 
tons a month, whereas the monthly production of by- 
product coke had increased to almost 3,000,000 tons. 
But in spite of car shortages, strikes, and changes in 
method of coke production, the close agreement between 
coke and pig-iron production was not altered. 

Naturally, since the figures are almost identical, coke 
production shown in Chart 25 is equally as valuable as 
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pig-iron production, and may be followed in much the 
same way in forecasting. A decline in the actual figures 
of coke production of 20% from a high point or a down- 
ward turn of the moving average may be taken as a signal 
to buy stocks. The most advantageous selling point is 
again more difficult to determine than the buying point, 
but under normal conditions it would have been wise to 
have sold stocks twelve months after the moving average 
turned upward. 
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Unfilled Steel Orders 

The United States Steel Corporation’s unfilled steel 
orders, showing the number of unfilled orders held by the 
Steel Corporation on the last day of each month, were 
published from June, 1902, to June, 1910, on a quarterly 
basis. Since then the corporation has issued the data 
monthly. 



Since the corporation produces over 40% of the total 
steel products in the country, unfilled orders should 
furnish an excellent basis upon which to estimate the 
country’s production of pig iron in the near future. The 
number of unfilled orders do, in fact, have a magnetic 
efiFect upon pig-iron production, usually anticipating 
increases and decreases in production by a month or two. 

Statistics of unfilled orders of the Steel Corporation 
are not able to foretell stock trends so well as pig-iron 
production statistics. Sometimes the size of unfilled 
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orders increases or decreases more rapidly than pig-iron 
production, and at other times at about the same pace. 
During the past few years there has been a decline in the 
volume of unfilled orders, while pig-iron production has 
been maintained at a high rate. The fact that the volume 
of unfilled orders is slightly more irregular in its relation- 
ship to stock prices makes it a less reliable barometer. 

In this chapter five series of data from the iron and steel 
industry have been considered in their relation to the 
stock market. It has been observed that they all move 
in unison. The trends of the production of pig iron, 
coke, and steel ingots move with the number of furnaces 
in blast and the number of unfilled orders for steel. All 
but the last are about equally useful in selecting the most 
advantageous time to buy or sell stocks. Whether the 
steel industry is considered either from the standpoint 
of price or production data, it affords the most useful 
stock market barometers of any single industry. 



Chapter XI 


Indexes of Business Activity 

C ERTAIN basic commodities like pig iron, steel 
ingots, or coke, it has just been seen, are so 
sensitive to changing business conditions that their 
rates of production may be used advantageously as barom- 
eters of both business conditions and stock prices. These 
particular commodities are useful because they are typical 
of business as a whole. The production of many other 
commodities is also directly affected by business con- 
ditions. Presumably, that data will also be valuable in 
forecasting the trend of stock prices. The discussion 
will continue in a consideration of special phases of indus- 
trial production, such as within the building, leather, 
food, and lumber industries. 

Electricity is often quite properly classified among the 
minerals, being considered a ^^fueF’ derived from natural 
sources in the same manner that coal, coke, and oil are. 
Statistics showing the number of kilowatt hours of elec- 
tricity produced by public utility plants are useful because 
they represent both the business and home life of the 
people. 

The United States Geological Survey estimates that 
about 50% of the electric power produced is consumed in 
industry, about 30% by electric railways, and 20% in 
lighting and other home uses. Electric power is used 
so widely in the home, by street railways, and in whole- 
sale and retail business where demand does not fluctuate 
widely, that it is not so sensitive to changes in the basic 
industries as if it were used only for manufacturing pur- 
poses. The cyclical variations in the production of elec- 
tric power are therefore greatly reduced. 
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Electric-power production possesses some advantages 
over most other barometers. In the first place, the figures 
are not affected by storage conditions, since production of 
electricity is coincident with its consumption. The pro- 
duction and consumption of electric power are one and the 
same thing. The data also possess the merit of not being 
affected by strikes, railroad-car shortages, or similar fac- 
tors, to the same extent that the production of other fuels 
are, since public utility plants usually store from one to 
two months’ supply of coal in order that strikes, traffic 
congestion, and the like will not affect operations. 



CHART 27 


The monthly production of electricity has been recorded 
since January, 1919, by the United States Geological Sur- 
vey from figures issued by the ^‘Electrical World.” This 
gives the average daily output of public utility plants in 
one million kilowatt hours of electric power. Chart 27 
shows the distinct seasonal fluctuations in the figures. 
Electric-power production declines regularly from January 
until July, and then shows a rapid increase through the 
fall months to the end of the year. 
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Rapid Increase in Power Production 

From a forecasting point of view, the distinct secular 
trend apparent in these figures is important. Mr. George 
Otis Smith, of the United States Geological Survey, esti- 
mated in 1923 that the rate of growth of electric-power 
production has been like a compound interest curve, with 
an annual increase of between 10% and 11%. An 
increasing number of private industrial concerns are 
finding it more economical to let the specialized and 
better equipped public utility plants supply them with 
power than to try to produce their own electricity. Since 
1923 there has been a 10% increase in the amount of 
power produced annually. 

The rapid rate of growth makes it more difficult to 
appraise the forecasting value of electric-power produc- 
tion. A distinct cyclical movement in the figures reflected 
the changes in general business activity during 1918, 
1919, and 1920. After those years, electric production 
continued to increase, although at a slightly slower pace 
than in previous years. Since 1924 business has become 
increasingly active, and electric-power production has 
resumed its sharp ascent. Thus it is seen that since 1921 
a depression in general business has not been serious 
enough to affect electric power production, although a 
business lull was shown plainly In the more sensitive 
barometers during 1924. The data may prove of con- 
siderable value, however, in measuring business activity 
after it has been available for a longer period of time. 

Difficulties of Measuring Building Activity 

The unprecedented rate of building construction 
throughout the country since the war has attracted 
widespread attention. Some statisticians believe that the 
building boom is greatly exaggerated, because the new 
type of construction is of a much more conspicuous 
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nature. Their theory is that the apartment houses, 
hotels, and huge ofSce buildings which are being built 
today are so ostentatious that the layman is apt to 
exaggerate the size of the building boom. The fact is 
that the boom has persisted for a number of years despite 
the apprehensions of many. 

Before 1910 the chief source of information regard- 
ing the volume of building construction was data showing 
the value of permits issued in the large cities each month. 
Such information, furnished by reports from building 
inspectors or commissioners, estimated quite creditably 
the amount of building throughout the country. There 
are, however, several drawbacks to the use of building- 
permits as an indication of the actual amount of con- 
struction. For instance, merely because a building per- 
mit is issued, it does not necessarily follow that the 
building will actually be constructed. A sudden change 
in business conditions or an expected change in civic- 
building codes or zoning laws will tend to increase the 
number of building permits. Under such circumstances 
the increased number of permits is not especially sig- 
nificant. Again, the cost or fee required to obtain a 
permit is based upon the estimated cost of the proposed 
building. It is customary in some cities to understate 
the cost as much as 30% or 40%. Sometimes, too, con- 
ditions change between the issuance of the permit and the 
actual construction, so that it is impossible always to 
estimate the cost accurately. Permits, therefore, may 
easily overstate or understate the actual amount of 
building taking place. 

Contracts Awarded 

Since 1910 the volume of building construction has 
been measured by statistics prepared by the F. W. Dodge 
Corporation, showing the money values of the contracts 
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awarded in building. The data include all contracts in 
small cities, rural districts, and large cities of twenty-seven 
northeastern states. These states embrace for the western 
and southern boundaries North and South Dakota, Iowa, 
Missouri, Tennessee, Virginia, and parts of eastern Kan- 



CHART 28 


sas and Nebraska. In 1923 the same information from 
nine southern states was added, so that building-contract 
values are available now covering an area which includes 
about seven-eighths of the total population of the United 
States. 

Neither building permits previously considered, nor 
contracts awarded, make allowances for changes in the 




INDEXES OF BUSINESS ACTIVITY 153 

cost of building. So the F. W. Dodge Corporation since 
1919 has taken care of this factor by publishing the 
number of square feet of floor space represented in the 
contracts awarded. This places the data upon a purely 
volume basis. 

Since building depends upon weather conditions, there 
are pronounced seasonal fluctuations in building-con- 
struction data. Of course, in the southern and Pacific 
states, where climates are more temperate, the seasonal 
variations are not so wide as in the northeastern part 
of the country. Data for the country as a whole, how- 
ever, show pronounced variations in activity between 
winter and summer months, so that a moving average 
must be taken to show the true trend. 

Effect of Money Rates on Building 

The volume of building construction usually moves a 
few months in advance of changes in general business 
conditions. A comparison with pig-iron production will 
show that pig-iron production, indicative of current 
business activity, generally moves several months later 
in upward or downward swings. The obvious conclusion 
is that building-construction data reflect future plans of 
business men, and that these plans for new industrial 
plants are laid before production in existing plants is 
increased to capacity. And at the other extreme, at the 
height of a period of prosperity, building operations will 
be cut down before an actual decrease in production 
occurs. 

This situation, however, does not mean that business 
men are able to foresee the future so clearly that they 
change their plans for expansion before the crisis occurs, 
for it is a well-known fact that building construction is 
usually curtailed against the average business man’s 
wishes. Various external influences, such as the high 
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building costs or high rates on borrowed money, are the 
factors which call a halt to elaborate expansion programs. 

When money rates are low, the amount of building 
increases ; when money rates rise, it becomes more difficult 
and less profitable to borrow and the volume of building 
declines. As a result, there is a very close inverse relation 
between building permits or contracts awarded and money 
rates. This can be proved by comparing bond yields with 
building-construction data. 

That there is a fairly close agreement between the 
volume of building and stock prices may be seen from 
Chart 28, showing moving-average figures of the area of 
contracts awarded. The data showing value of contracts 
awarded have been affected by too many abnormal 
factors to be of practical value, although there is a ten- 
dency for these figures, also, to move with the stock 
market. 

Relation Between Production and Prices 

The tendency for prices of raw materials to fluctuate 
more "violently and over a wider range than either whole- 
sale or retail prices has been discussed in previous chap- 
ters. This tendency was attributed to the fact that raw- 
material producers, being farthest from the consumer, 
are unable to judge the changes in demand so accurately 
as the wholesaler or retailer, and they therefore tend to 
overproduce or underproduce to a greater extent. 

It has been evident that the production of raw mate- 
rials is more erratic than the volume of wholesale or 
retail business. It is .also apparent that the variations 
in the production of the different classes of commodities 
— raw materials, producers’ goods, consumers’ goods — do 
not occur simultaneously. Neither are the price changes 
of those different groups coincident. It has been demon- 
strated by Willford I. King, of the National Bureau of 
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Economic Research, that the volumes of trade and price 
changes usually take place in about the following order : 

1. Volume of retail trade, 

2. Volume of wholesale trade, 

3. Volume of factory production,^ 

4. Wholesale prices of raw materials, 

5. Wholesale prices of finished products, 

6. Retail prices of finished products. 

This sequence of movements shows that an increasing 
demand by retail trade creates a larger volume of whole- 
sale trade, which in turn demands increased factory 
production. Prices are affected in the reverse order. 
Prices of raw materials rise first and affect prices of whole- 
sale and retail products in turn, so that the consumer 
whose buying stimulated all the activity is finally greeted 
by rising prices of the commodities he uses. 

The main purpose of this discussion is to bring out the 
fact that factory production fluctuates most widely and 
is last to feel an increase or decrease in demand. Retail 
trade fluctuates least, because it is able to respond most 
rapidly to changes in demand. Wholesale trade is the 
intermedial. 

Index Numbers Less Sensitive 

Practically all of the data used in estimating the volume 
of business activity throughout the country have per- 
tained to a single basic commodity like pig iron, or to a 
single basic industry such as the building industry. It is 
now intended to discuss more comprehensive data which 
purport to estimate manufacturing activity in many 
different lines of business. Since the figures will deal 
with manufacturing, wider oscillations are to be expected 
than if dealing with retail or wholesale trade. However, 
the movements will not be so pronounced as in data 
dealing with one basic raw material. Different kinds of 
businesses do not increase or decrease in activity simulta- 
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neously or proportionately, any more than do the prices 
of the various commodities dealt in. Thus, an index 
figure combining production in many different industries 
will be more typical of industrial activity in general, but 
will be less sensitive and less erratic than indexes of 
certain basic commodities. 

Indexes Agree on Trends, But Not on Levels 

Three of the best-known indexes of the volume of 
physical production are those published by the Standard 
Daily Trade Service, the Department of Commerce, 
and the Federal Reserve Board. All three agree closely 
when it comes to gauging the trend of manufacturing 
activity. They diflFer, however, when they attempt to 
measure the level of manufacturing activity during a 
particular month as compared with the level at some 
previous date. However, this point does not affect their 
ability to indicate business trends. 

An impression of the types of industries included in 
these indexes is necessary to any understanding of their 
significance. Many industries which should be included 
in such indexes are so secretive about information con- 
cerning their business that it is impossible to obtain 
production data. In addition to this difficulty, it is 
sometimes impossible to obtain information from certain 
industries because of the form of organization peculiar 
to that particular industry. Many other industries do 
not release information soon enough to be of use in these 
indexes. And, in addition to these practical problems, 
the compilers face the technical problems of seasonal 
variations, measurement of trends, and the treatment 
of unusual factors such as strikes and car shortages. All 
of these limitations make it impossible in a production 
index to represent every industry in proportion to its 
true importance to business as a whole. 
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So it is only possible to weight each industry in an 
index according to its supposed importance. A common 
basis from which to judge this importance is to compare 
for each industry the “value added” to the product in the 
course of manufacturing. In spite of necessaiy allow- 
ances for such factors as the paucity of data in certain 
fields, or the lag between the data and the time of publica- 
tion, the following table shows that the various weights 
correspond in a broad way to the Census of Manufacturers 
figures in 1919, showing “value added in manufacture” 
by different industries: 


^ Value Added’’ 

Stand. 


Federal 

Census of Mfr. 

Daily 

Dept, of 

Reserve 


1919 

Trade 

Commerce 

Board 

1. Iron and steel 

18.30 

25.00 

14.43 

24.00 

2. Textiles 

15.30 

20.00 

14.02 

22.00 

3. Foodstuffs 

9.30 

8.00 

11.34 

11.50 

4. Chemicals 

7.44 


6.39 


5, Lumber 

6.83 

10.66 

11.55 

11.66 

6. Paper 

6.83 

4.00 

.41 

4.50 

7. Automobiles 

6.23 

6.00 



8. Leather 

3.58 

4.00 

7.42 

5.66 

9. Non-ferrous metals . . 

3.39 

*21.00 

2.06 

*20.00 

10. Railroad repair shop. 

3.22 

.... 



11, Stone, clay, and glass 

2.70 

.... 

^12 


12. Tobacco 

2.11 

2.00 

5.36 

’2.66 

13. Liquors and beverages 

1.54 

• • • • 

* • • • 



Miscellaneous 

13.23 


22.90 

— 


100.00 

100.00 

100.00 

100.00 


*Including cement, petroleum, and coal production. 


The difference between the three indexes in weighting 
is of little importance here, since it seems to affect their 
levels more than their trends. It may be seen from Chart 
29 that all the indexes are remarkably uniform in trend. 
But further than this, although they do not fiuctuate so 
widely, the direction of their movements agrees closely 
with the trend of production in the basic commodities. 
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like pig iron or steel billets. This similarity of trend 
suggests, of course, that the general indexes bear the 
same relation to stock prices as was observed between 
stock prices and the production figures in special 
industries. 


INDEXES OF PRODUCTION 
AND STOCK PRICES 
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CHART 29 

Stocks and Business Now Move Almost 
Simultaneously 

It has been demonstrated that stock market changes 
in recent years have occurred almost simultaneously with 
movements in the actual production figures of such basic 
commodities as pig iron. In other words, the stock 
market does not precede business trends as formerly. 
Especially has this been apparent since 1921, when all 
indexes showed an increase in the volume of production 
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' before stock prices actually began to advance. The 
decline in stock prices, however, preceded the decline in 
industrial activity by about a month. In 1924 an advance 
in stock prices somewhat preceded an increase in indus- 
trial activity, but nevertheless it is evident that in recent 
years the movements of the stock market are synchroniz- 
ing more closely with fluctuations in manufacturing ac- 
tivity. Of course, this is only one branch of business 
activity. The relation between stock prices and other 
businesses will be discussed in other chapters. 

Indexes combining statistics of many different indus- 
tries are not so sensitive to changing stock market trends 
as the volume of production of sensitive commodities 
individually. In addition to this, indexes have not been 
available for a sufficiently long period of time to judge 
their value accurately. But disregarding their value as 
far as the stock market is concerned, it is interesting to 
note that the Department of Commerce Index fluctuates 
most erratically, while the Standard Statistics Index 
fluctuates least. 

An Indirect Way of Measuring Production 

There is another type of data which, while it does not 
measure the exact rate of production, succeeds very well 
in indicating the degree of business activity. The Depart- 
ment of Labor is interested in showing the condition of 
the working man in all sections of the country; and in 
order to do this the Department goes to a great deal of 
expense and trouble to secure data which show in detail 
such things as the number of employees, the amount of 
wages, the amount of full-time and part-time employ- 
ment, changes in wage scales in different industries, and 
much more information valuable to the study of a specific 
industry. For purposes here, the most useful part of this 
data is that pertaining to the number of employees. 
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Since wages have already been considered in the dis- 
cussion of “Factory Wages in New York State,” the 
U- S. B. L. S. data, which show the number of people 
employed, is of most interest. This index, including as 
it does statistics from all parts of the country, from over 
fifty different industries and eight thousand establish- 
ments, cannot be expected to be sensitive or specific in its 
movements. It does, however, accurately show general 
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employment conditions throughout the country. The 
index has been computed on a monthly basis since 1914, 
with 1923 considered a normal year and rated 100. ' 

Production Increases Before Employment 

Since an increase or decrease in manufacturing activity 
should logically influence the amount of employment, the 
close correspondence between the U. S. B. L. S. Index 
of Factory Employment and the various indexes of 
factory production just discussed is to be expected. How- 
ever, the movements are not simultaneous. An increase 
in production precedes an increase in employment by a 
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month or two. Manufacturers evidently do not increase 
the number of workers until production reaches a point 
where more workers are absolutely necessary. 

When the index of factory employment is compared 
with the fluctuations of the stock market, it is seen that 
stock prices generally rise a few months before there is 
an increase in the number of factory workers. Stock 
prices usually decline from four to eight months before 
the number of workers decreases. This index is not 
valuable as a stock market barometer, because it is too 
general, and necessarily slow in its movements. 

In this chapter, electric-power production, data showing 
the volume of building construction, indexes of manu- 
facturing activity, and finally an index of factory employ- 
ment have been discussed. It is impossible to summa- 
rize briefly the value of such a heterogeneous group of 
production data. It can merely be emphasized again that 
none of them shows the same sensitiveness to changing 
stock'^ market trends that certain basic commodities do. 



Chapter XII 


Rate of Consumption 

T he whims of the consumer are, in the last analysis, 
the cause of business cycles and stock market cycles. 
Goods are not produced unless there is a demand for 
the finished product. It is in the hope of satisfying this 
demand at a profitable price that the long series of 
processes which are necessary to produce the finished 
commodity are undergone. Raw materials are produced, 
transported, made into producers’ goods, and finally into 
consumers’ goods, only because it is believed that the 
consumer will buy them. 

If consumer demand remained constant, the total 
amount of manufacturing would also be constant from 
one year to the next. If consumers would not decide to 
buy phonographs one year and radios the next, or if they 
would not buy fewer articles when business was poor than 
when business was prosperous, production would consist 
simply of finding sources of supply to meet consumer 
demand. The various concerns would compete for an 
unchanging volume of trade. While the success of a 
particular concern would vary with its advantages over 
competitors, the total volume of business of all concerns 
would remain constant, or rather, would show a gradual 
upward trend with the growth of population. 

Inadequacy of Retail Trade Data 

In spite of the fact that all forms of production depend 
upon final consumer demand, it has been surprisingly 
difficult until recent years to obtain specific data of final 
consumption. In discussing the activity of retail trade 
it has been customary to point to the production of a few 
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articles, or to the volume of retail goods being transported 
by railroads, or to retail credit conditions, or to other 
statistics which show only special phases of the situation. 
As far as actual data showing the size of consumer demand 
are concerned, it was impossible to deal in anything but 
broad generalities because statistics were not available. 

There are two principal reasons for a dearth of informa- 
tion about the retail trade. First, there are innumerable 
small retail dealers from whom it would be almost impos- 
sible to obtain accurate figures of sales; and second, small 
dealers often guard their “business secrets” jealously. 

The establishment of Federal Reserve Banks has done 
much to change the situation regarding the desire for 
secrecy, by assuring the smaller businesses that informa- 
tion regarding individual sales would not be disclosed 
to competitors. Under guarantee of absolute secrecy, 
they have been induced by the Reserve Banks to give 
monthly returns showing the volume of sales and other 
data necessary to an estimate of general activity in retail 
trade. 

The advent of chain stores has also reduced the diffi- 
culties of securing retail trade data. The managements of 
the various chains — ^grocery, five and ten cent, drug, cigar, 
shoe, music, candy, and the like — needed only to be per- 
suaded that a regular report of sales was advantageous to 
themselves as well as other businesses. As a result, there 
are now available, through the Federal Reserve Banks, 
data showing the volume of sales from many kinds of 
chain stores. 

Growth of Chain-Store Sales Important 

There are several inherent difficulties involved in the 
use of retail sales statistics. First, there is the marked 
seasonal trend that is so obvious in retail sales around 
Christmas time, which in most cases can be easily taken 
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into account. But, in addition, the long-time trend of 
sales, that is, the “normal increase” of sales caused by the 
growth of business, must also be considered. Probably 
both factors can be corrected accurately enough for most 
purposes by the use of a moving average. 

It is impossible to express the volume of retail sales 
except by quoting the price. When raw-material and 
manufacturing production were being examined in previous 
chapters, it was possible with such products as pig iron, 
steel billets, coal, and coke, to express volumes in other 
units than dollars and cents. The lack of standardization 
of retail goods sold, rapid changes in quality and classes 
of goods, and the tremendous number of different units 
involved have made it impossible up to the present time 
to obtain a satisfactory index of the physical volume of 
retail business in the United States, except as indicated by 
the value of goods sold. It is therefore necessary always 
to keep in mind that price levels exert a powerful influence 
upon the data showing the dollar volume of retail sales. 

Sales of Mail-Order Houses 

Two of the most familiar series of data pertaining to the 
retail trade are the sales of the two largest mail-order 
houses, Sears, Roebuck & Company and Montgomery 
Ward & Company. The sales of the first approximated 
$275,000,000 in 1926, while the sales of the latter amounted 
to about $200,000,000. Both concerns have their head- 
quarters in Chicago, and sell their goods principally to 
farmers in the mi ddle and far-western states. Since their 
sales are in dollar units, it is necessary to make mental 
allowance for fluctuations in price levels. 

The volume of sales is apt to fluctuate widely because 
of features peculiar to the mail-order business. For 
example, the price of each product sold is listed in cata- 
logues about the size of a metropolitan telephone book. 



RATE OF CONSUMPTION 


165 


As long as the mail-order house has its requirements for 
each article covered hy contracts with producers, there 
is no price problem. When prices rise suddenly, however, 
after the catalogue has been printed and distributed, unless 
the company has covered its requirements far in advance, 
it must either lose money or serve notice that all prices are 
subject to change. A revision of prices tends to increase 
the advantage of the local general stores, for whom the 
problem of price revidon is much simpler. 


MAIL ORDER HOUSE SALES 
AND STOCK PRICES 
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CHART 31 


Even though allowances are made for changing price 
levels, it is evident from Chart 31 that mail-order sales 
fluctuate widely. The statistics are not available for a 
long enough time, however, to determine whether these 
fluctuations are related to industrial conditions and stock 
trends. 
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Chain-Store Sales 

There are other data attempting to show volume of 
retail trade which concern themselves more especially 
with urban trade. Many individual companies are now 
publishing monthly sales records, following the example of 


CHAIN STORE SALES 
AND STOCK PRICES 
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CHART 32 

the F. W. Woolworth five and ten cent stores, which were 
first to report monthly sales regularly. Soon many large 
five and ten cent chains, as well as tobacco, drug, grocery, 
and shoe chain stores followed their example, and since 
1919 the amount of such data has been especially replete. 

The Federal Reserve Board has done much to induce 
these stores to publish sales records regularly and after a 
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wide enough representation of the various fields of retail 
selling was obtained, the Reserve Board combined the 
data into seven groups as follows : 



Number of chains 

Number of stores 

Groceries 

29 

18,000 

Shoe 

6 

380 

Five and ten 

5 

1,900 

Drug 

10 

520 

Cigar 

3 

2,700 

Candy 

4 

120 

Music 

4 

60 


CHAIN STORE SALES 
AND STOCK PRICES 
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CHART 33 

Fluctuations in the sales of these different types of 
stores are shown in Charts 32 and 33. It is plain that the 
dollar sales of all chain stores have increased during the 
past few years. The sales of the grocery groups have 
increased most, those of the five and ten cent stores next 
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in succession, followed in the third place by the drug 
stores. The sales of the candy, shoe, cigar, and music 
stores increased most during the year 1919, but have since 
shown only gradual increases. 

Mental allowances for the change in prices must be 
made, since only the dollar volumes of sales, and not the 
actual physical volumes, are reported. However, these 
figures indicate in a broad way activity in many of the 
most important retail industries. 

After allowing for the effects of price changes, very 
few cyclical fluctuations are apparent in retail data. For 
although in times of business depression people will buy 
poorer qualities of goods, they must buy a certain amount 
of food and clothing in order to exist. As a result, fluctu- 
ations in the physical volume of retail sales are very 
moderate. 


Sale of Music Fluctuates with Stock Market 

Music sales fluctuate more widely than the sales of 
any other retail commodity. When business is good, 
music sales increase, and in times of industrial depression 
they decline. There is usually a lag of a month or two 
between general business conditions and music sales. It 
is interesting to note that two other classes of commodi- 
ties, candy and cigars, which might also be expected to 
fluctuate widely with business conditions because they are 
luxuries, do not show this same sort of relationship. Of 
the retail business considered here, music sales are the 
most helpful, for, since they follow the trend of general 
business by a month or two, they also follow the trend of 
stock prices by about that same length of time. 
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Department Store Sales Fluctuate with Cost of 

Living 

In addition to the sales of these chain stores, the Federal 
Reserve Board constructs an index showing the sales of 
333 department stores in 117 different cities throughout 
the country. Since department store sales reflect the 
demand for all classes of commodities from absolute neces- 
sities to the most extragavant luxuries, an index of their 
sales would not show the fluctuations apparent in the case 
of a store dealing only in luxuries. Department store 


DEPARTMENT STORE SALES 
AND STOCK PRICES 
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FORECASTINO STOCK 

MARKET TREND S 

CHART 34 

sales reflect only two things noticeably, the growth of the 
country and the changes in price trend. They fluctuate 
cyclically with changes in the general level of the cost of 
living and are no more sensitive to changing business 
conditions than that index was found to be. 

Middleman is the Connecting Link 

The business situation has now been viewed from both 
the production and consumption standpoint. Agricul- 
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tural and mineral production, the production of other 
basic commodities, as well as the production of many 
different kinds of manufactured goods, have been con- 
sidered. Finally, the part played by the retail stores was 
investigated. Thus many of the processes through which 
an article must pass to reach the final consumer have been 
observed. And still the discussion has neglected one of 
the most crucial and puzzling problems; the middleman 
and his part in the business system. 

The middlemen — ^wholesalers and jobbers — are largely 
responsible for the distribution of goods. Through their 
hands, articles pass from raw-material producers to manu- 
facturers, and then again from manufacturers to the 
retailers. They are the connecting links between the 
raw-material producers, manufacturers, and consumers. 

The Nature of the Middleman’s Work 

The work of the middleman, often misunderstood and 
condemned as valueless to society, is in reality invaluable 
to the modern highly specialized business system. It is 
he who accepts many of the risks necessary to large pro- 
duction. He supplies the producers with facilities for 
prompt disposal of such commodities as cotton, grain, or 
wool. As middleman, he is always ready to accept any 
quantity of raw material. These materials he stores in 
convenient places so that the manufacturers may draw 
upon them whenever necessary. By assembling small 
lots of goods into large lots, the middleman makes possible 
the large-scale production factories of today. 

In the next step, too, from factory to consumer, the 
middleman serves as the connecting link. In this case 
he not only finds a market for the producer and facilitates 
the physical distribution of goods, but assumes the risks 
of style and price changes as well. In catering to the 
consumers’ demands he studies the consumers’ current 
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needs and is able to advise the manufacturer of desirable 
changes in the making of his goods. Such service becomes 
increasingly valuable as the integration of industry con- 
tinues. In these ways the middleman who assembles, 
stores, grades, divides into small lots, and assumes risk of 
price and style changes, has stabilized both production 
and marketing of goods. He is an indispensable factor 
in the business system. 

The business cycle, it has been observed, has been 
caused by the growth of large-scale production. It is the 
outcome of the modem factory system. As long as the 
article had only to pass from the maker to the one who 
used it, there were no sharp increases or decreases in the 
volume of goods being made. There were no business 
cycles. Production and consumption went hand in hand. 
Before the factory system developed there had been 
occasional upheavals in business life, but the business 
cycle as it is known today became apparent only when 
labor became specialized, — only when a wide gap in time 
and distance between the producer and consumer was 
created. 


No Longer Move Simultaneously 

The comparison of charts showing consumption and 
production rates will show that these two processes no 
longer move similarly. The chart showing department 
store sales indicates rather accurately general consumption, 
for the department store, in offering all kinds of commodi- 
ties from luxuries to necessities, caters to all types of 
consumers. The chart showing the Federal Reserve 
Board’s Index of Production is similarly representative 
of general production rates, since it includes many different 
types of production. 

Before the Industrial Revolution, if curves similar to 
these had been constructed, they would have agreed 
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much more closely in their movements, for production 
and consumption were almost coincident. Today, how- 
ever, specialization and large-scale production, while 
they have raised the standard of living and stimulated 
progress, have also lengthened the process from producer 
to consumer and have thus caused the rate of production 
to move independently of the rate of consumption. It 
is obvious from these two curves that the production of 
goods fluctuates much more widely than the consumption. 

Inventories Fluctuate Widely 

At times, production is carried on at a much faster pace 
than consumption; at other times, at a much slower pace. 
In the first instance, the excess of manufactured goods 
must be stored, since the current demand cannot consume 
the great quantities of goods being produced. At the 
other extreme, when current production is far below cur- 
rent consumption, stocks of goods are getting smaller. 

During tremendous price declines, such as those ex- 
perienced in 1920 and 1921, manufacturers and whole- 
salers frequently go to the wall because of the great 
declines in inventory values. Data showing the size of 
stocks of goods on hand in different fields would be very 
useful in the study of business conditions, for large inven- 
tories would mean a satisfactory — small inventories an 
unsatisfactory — condition for general business. But until 
recently there has been no attempt to collect such statistics. 

An Index of Commodity Stocks 

The Department of Commerce has recently compiled 
data showing the size of commodity stocks on hand in 
various industries. Although its value cannot be esti- 
mated accurately at present, it offers possibilities for the 
future. As yet, figures for only forty-five different com- 
modities have been made available. This number is 
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divided into four groups by the Department of Commerce: 
raw foodstuffs, other raw materials, manufactured food- 
stuffs, and other manufactured commodities. 

Each commodity is weighted in importance according 
to the relative value of the supply of that particular 
article in 1919. The value of the supply was calculated 
from the value of the total amount marketed or manu- 
factured. In case sufficient amounts were imported to 
give any substantial importance to that factor, the value 
of the amount imported was added. The Department 
publishes figures showing the size of stocks in each of the 
four groups separately, and also figures showing inventories 
in all groups combined. The groups included follow: 

INDEX OF COMMODITY STOCKS 


RAW MATERIALS 
%of %of 

Foodstuffs total group Kind of commodity stocks 

Sugar 2. 58 9A^ Raw cane sugar held by refiners 

Wheat 10.08 37.06 Visible supply east of Rockies 

Corn 4.02 14.73 “ “ 

Oats 1 .20 4.43 Visible supply at principal markets 

Eggs 3.78 13.88 Cold-storage holdings 

Poultry.... 2.24 8.20 ‘‘ 

Fish 80 2.96 

Apples 1.03 3.79 “ 

Coffee 1.49 5.48 Visible Supply 


27.22 100.00 


Non-foodstuffs 

Cotton .... 

11.52 

62.05 

Cottonseed. 

2.01 

10.80 

Flaxseed . . . 

4.40 

2.16 

Rosin 

.11 

.62 

Turpentine. 

.06 

.31 

Crude Pe- 

troleum. . 

4.18 

22.52 

Tin 

.29 

22.57 

1.54 

100.00 


Total ginned cotton 
Stocks at mills 

Stocks at Minneapolis and Duluth 
Stocks at Jacksonville, Savannah, 
and Pensacola 

Stocks at Jacksonville, Savannah, 
and Pensacola 

Stocks in pipe lines and tank 
farms, Californian and Mexican 
stocks held by importers 
Visible supply in warehouses 
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MANUFACTURED PRODUCTS 
% of % of 


Foodstuffs total group Kind of commodity stocks 

Meat 9.40 42.93 Total stocks beef products, pork 

products, lamb, and mutton 
WheatFlour 8.25 37.68 Stocks of flour everywhere 

Butter 2.98 13.62 Cold-storage holdings 

Cheese 80 3.68 “ 

Rice 46 2.09 Stocks of clean rice held by mills 

and dealers 


21.89 100.00 


Non-foodstuffs 

Refined oils 9.35 28.89 Stocks at refineries, gasoline, kero- 

sene, lubricating oil, gas, fuel oil 

Cottonseed 

oil 3.32 10.28 Stocks at mills 

Cement 97 3.02 Stocks held by manufacturers 

Brick I.IS 3.55 Total stocks clay fire, silica, and 

face bricks held by manufacturers 
Flooring . . . 2.86 8.86 Total oak, maple, birch, beech, 

Michigan softwoods, held by 
manufacturers 

Lumber 7.97 24.66 Total yellow pine, California white 

pine, Michigan hardwoods, held 
by manufacturers 

Enamelware .80 2.48 Baths, lavatories, sinks, and mis- 

cellaneous enamelware 

Zinc 57 1,78 Stocks of slab zinc held at refineries 

Pig iron 

(merchant) 4.53 14.00 Stocks held by merchant furnaces 

Newsprint.. .80 2.48 Stocks in manufacturers’ hands 


32.32 100.00 

The weights given to the different commodities are 
particularly interesting. The first column of figures 
shows the importance of each commodity in relation to 
the total of all groups; that is, the weight used in making 
up the total figures. The second column indicates the 
importance given to the commodity in making up the 
figure for each group. The last column gives a brief 
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description of the type of inventory included for each 
commodity. 


The Most Sensitive Group 

For purposes of judging general industrial conditions, 
only the figures dealing with manufactured non-food- 
stuffs seem to be especially useful. The first group, raw 
foodstuffs, with especially heavy weighting for wheat, 
corn, eggs, and sugar, will vary with the production of 
those commodities, and it has been previously shown that 
the sizes of agricultural crops are entirely unrelated to 
general business conditions. The non-foodstuff group is 
subject to a similar criticism; for although this group 
includes the raw materials which go into industry, it 
gives 85% of the total weighting to the two materials 
cotton and crude oil. As has been previously shown, the 
production of neither of these varies with business condi- 
tions, so the inventories cannot bear a close relationship 
to general industrial conditions. The manufactured 
foodstuffs group must also be discarded in any attempt to 
gauge general business conditions, because the demand for 
the commodities included, such as meat, flour, and butter, 
remains fairly constant in spite of business depressions 
and revivals, so that the figures move independently of 
business. 

The manufactured non-foodstuffs group, however, 
includes commodities, most of which move with general 
business trends. It includes materials used in the building 
and construction industries — ^lumber, flooring, brick, and 
cement — as well as oil, cottonseed, iron, steel, and pub- 
lishing, all of which show a relatively close relationship to 
general conditions. 
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Healthy and Unhealthy Commodity Stocks 

This index is by no means a complete or wholly satis- 
factory measure of commodity stocks. It will serve, 
however, as a basis upon which to present some generali- 
zations regarding the value of inventory data. Theo- 
retically, an increase in commodity stocks indicates that 
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more is being produced than is being consumed. If an 
increase in inventories occurs just as commodity prices 
are falling, as happened in late 1920, the situation is 
especially bad, because then business will suffer heavy 
losses through depreciation in value of inventories. Be- 
sides the possibility of suffering heavy losses when inven- 
tories are large, a too-rapid acceleration of production — 
when more commodities are being produced than are being 




RATE OF CONSUMPTION 


177 


consumed — indicates, too, that business will eventually 
have to slow down to allow time for some of the extra 
supply to be consumed. 

There will be a natural increase in production as the 
country grows. It is not possible as yet to gauge accu- 
rately what this growth factor will be because of the few 
figures available, but this influence should be taken into 
consideration when using the index. Chart 35 shows 
that the. most rapid increases in manufactured non- 
foodstuff inventories occurred in 1920 and 1923. At 
this time business was depressed, and the stock market 
was generally declining. Since 1924, commodity stocks 
have shown no unusual increases, evidently not even 
increasing along a normal trend line until the last few 
months of 1926. It seems necessary for commodity 
stocks to increase considerably more than they have up 
to the present time before they will indicate a dangerous 
condition for business and the stock market. 


An Index of Unfilled Orders 

The Department of Commerce Index of Unfilled Orders 
also attempts to show a special phase of the distribution 
of goods. The index aims to measure the size of the orders 
not yet filled by raw-material producers and manufac- 
turers. Theoretically such an index should estimate the 
trend of production in the near future. The following 
commodities, weighted as shown, make up the index: 


Unfilled orders for: % of Total 

Steel.... 65.5% 

Locomotives 4.6 

Merchant pig iron 10.3 

Maple and oak flooring 11.5 

Clay fire and face brick 8.1 


100 . 0 % 
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By far the heaviest weighting is given to steel. The 
figures are taken from the United States Steel Corpora- 
tion, and are identical with the index of unfilled orders 
of the Steel Corporation which has already been discussed 
when it was observed that a sharp increase in unfilled 
orders following a broad bull market, usually forecasted 
lower stock prices. Since the unfilled orders of the Steel 
Corporation are given a weighting of 65.5% in the 
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Department of Commerce Index, it follows that its fluc- 
tuations will be very similar to those of the Steel Corpo- 
ration figures. 

The relationship between manufacturing activity, the 
number of unfilled orders on hand, and the size of inven- 
tories, is interesting. Inventories reach a peak at about 
the same time that production is at its lowest point. 
Then inventories begin to decline, production begins to 
increase, and finally the number of unfilled orders increases. 
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Summary 

Of the retail stores discussed in the first part of this 
chapter, only the sales of music stores reflected the varia- 
tions in industrial conditions to a marked degree. The 
sales of department stores, although dealing with luxuries 
as well as necessary commodities, are not so sensitive to 
business trends as the sales of stores dealing only in 
luxuries. 

Statistics showing the size of inventories in certain 
businesses, and data indicating the amount of unfilled 
orders on the books of certain companies, were found to 
be useful in forecasting. 



Chapter XIII 


Volume of Trade 

I N the industrial world men may add in three distinct 
ways to the wealth of the world and thereby con- 
tribute to business progress. The manufacturer 
may produce wealth by changing the form of raw materials. 
The railroad man may produce wealth by changing the 
position of the commodity. The middleman’s or retail 
merchant’s contribution is in storing goods until the 
time they are needed. Whether a man adds form, place, 
or time utility to the value of a commodity, he is in any 
case a useful producer of wealth. 

The producers of agricultural, mineral, and various 
industrial commodities, it has been seen, add form utility 
to goods. In the discussion of retail store sales, the 
producers who add principally time utility were con- 
sidered. But little has been said about the man who 
adds place utility to goods. 

Transportation Becomes Increasingly Important 

This class of producer has become increasingly impor- 
tant with the development of large-scale production, for 
the specialization of industry requires concentration in 
those sections of the world best suited geographically to 
particular industries. 

An elaborate system of transportation has been built 
to bridge the gap between producer and consumer. The 
value added to a commodity by transporting it is apparent 
when one realizes that, under the present industrial 
system, a man in California wears a suit of clothes made 
in New York from cloth manufactured in Massachusetts 
from wool imported from Australia and dyed with 
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German dyes; he may wear shoes manufactured in St. 
Louis from leather tanned in Ohio from cattle grown in 
the Argentine; he may wear a shirt made in New York 
from cloth woven in England from cotton grown in 
Louisiana. Any data showing the volume of goods being 
transported about the country should afford a good 
measure of business activity. 

Railroad Car Loadings 

Railroad statistics are the most logical source of 
information concerning the volume of transportation. 
Since 1918, the American Railway Association has pub- 
lished weekly the number of freight cars loaded on 
practically all roads in the country. These weekly 
figures are then combined into monthly records. In 
1919 the association began to classify the data according 
to the types of freight handled, and to publish separate 
weekly car-loading records for seven different groups of 
commodities. These groups, with the proportion each 
bears to the total amount of car loadings, are shown 
in the following table; 


% of total loadings 


Grain and grain products 4.88% 

Live stock 3.47 

Merchandise and less-than-carload (L. C. L.) 25.16 

Miscellaneous 35.40 

Coal and coke 20.07 

Forest products 7.05 

Ore 3.97 


100 . 00 % 

Particular attention will be paid to the above classi- 
fications although the data are also classified according 
to the various sections of the cotintry : Eastern, Alleghany, 
Pocahontas, Southern, and Western. 



182 FORECASTING STOCK MARKET TRENDS 
Certain Groups Unrelated to General Business 

The advantage of considering the car loadings of indi- 
vidual industrial groups, rather than of industry in gen- 
eral, lies in the fact that the conditions in some of these 
groups will not fluctuate with general business condi- 
tions, From what has been said before regarding agri- 



cultural production, it may be surmised that car loadings 
of grain and grain products as well as those of live stock 
will bear very little relation to industry, but will show the 
effect of fortuitous climatic and crop-growing influences. 
The car loadings of grain and grain prdducts, with the 
very pronounced seasonal fluctuations removed by a 
moving average, are shown in Chart 37. It happens that 
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during the period for which they are available, the 
figures move in an inverse relationship to any of the 
indexes of production which have been discussed in 
previous articles. This pronounced inverse relationship 
is, however, merely a coincidence and cannot be expected 
to continue. Live-stock car loadings bear no definite 
relationship to general business conditions, either. Thus 
the figures for both grain and live stock are valueless as 
barometers of industrial conditions. 

Two Groups which Reflect Retail Trade 

Of the remaining groups to be considered, the figures 
of the miscellaneous and merchandise and less-than- 
carload groups fluctuate least. Both groups reflect 
principally the movement of manufactured commodities 
and are therefore primarily indicative of retail trade. 
They may be considered together because of the similarity 
of their movements. If compared with the department- 
store sales, which already have been shown to reflect 
general retail trade conditions, it will be seen that the 
car loadings of these two groups show movements similar 
to those in department-store sales, although car-loadings 
usually rise or fall a few months before similar movements 
are evident in department-store sales. Their close 
relationship to retail trade makes these groups less 
sensitive to general industrial conditions than data 
relating to the raw material groups. 

Coal and Coke Loadings Fluctuate with Business 

The coal and coke group reflects manufacturing 
activity. These figures combine loadings of anthracite 
coal, bituminous coal, and coke. It may be remembered 
that anthracite-coal production shows an extremely even 
trend which is unrelated to the trend of general business, 
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whereas the production of bituminous coal moves very 
closely with industrial conditions. In the width of its 
fluctuations, coke production, although distinctly related 
to business conditions, fluctuates over a much wider 
range between periods of lively and dull business than 
bituminous-coal production did. In combining the 
car loadings of these three commodities — anthracite, 
bituminous, and coke — the stability of anthracite pro- 
duction balances the wide movements of coke production 
so that an average is reached which agrees remarkably 
with bituminous-coal production movements taken singly. 
Coal and coke car loadings are therefore closely allied with 
manufacturing activity, and serve as a good barometer 
of industrial conditions. 

Forest Products Synchronize with. Business 

The car loadings of forest products resemble very 
closely an index of manufacturing production. The 
rather wide seasonal variations apparent in these figures 
are due to the fact that car loadings for this group are 
habitually high in the late winter and spring months, 
and lower during the summer and fall months. A twelve- 
month moving average eliminates the seasonal movements 
and shows that, up to the present time at least, the trend 
of car loadings of forest products bears a close relationship 
to general business. 

Car loadings of ore show a logical similarity to pig-iron 
production in amplitude and timing of fluctuations. These 
figures have extremely severe seasonal fluctuations, but 
after they are eliminated by a moving average it is evident 
that ore car loadings tend to move a few months after the 
trend of pig-iron production has changed. 
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Total Loadings More Sluggish than Individual 

Groups 

In the foregoing discussion of car loadings for seven 
different groups of commodities it was seen that two 
groups, grain and grain products representing 4.88% of 



the total car loadings, and live stock representing 3.47% 
of the total, bore no relationship whatever to general 
business. The other groups followed industrial con- 
ditions to varying degrees, with merchandise, less-than- 
car-load, and miscellaneous car loadings representing 
60.56% of the total; coal and coke, 20.07%; forest prod- 
ucts, 7.05%; and ore, 3.97%. Since the fluctuations of 
none of these groups exactly coincide when they are com- 
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bined as shown in Chart 37, the resulting index is not so 
sensitive as some of the individual groups would be. 
And since grain and grain-products car loadings are 
included it means that 4,88% of the total is actually- 
moving in a contrary direction from the general trend. 
The live stock, merchandise, L. C. L., and miscellaneous 
car-loadings figures constituting 64.03% of the total, 
move only casually with general business conditions. 
This leaves only 31% of the total to influence the data to 
move with industrial production. The variations of these 
other groups — coal and coke, forest products, and ore — 
are sufficiently energetic, however, to cause the total 
car loadings to move in the same direction as the volume 
of production, although in not such wide cycles. 

Car Loadings and Stock Prices 

Since the total car-loading figures as well as figures of 
several of the individual groups synchronize with indus- 
trial conditions, they must bear approximately the same 
relation to stock market trends as that which was found 
to exist between industrial activity and stock prices. 
Thus it is that sharp declines in the moving average of 
car-loading figures generally signify an advantageous 
point at which to buy stocks. The selling point for stocks 
is not so clearly indicated, but the stock market has 
usually been at a high point from seven to twelve months 
after the moving average of the more sensitive car-loading 
groups had begun to rise. Car-loading figures are so 
strongly affected by seasonal variations that without the 
ihechanical corrections of some such device as the twelve- 
month moving average they seem almost useless. 

Fallacy of the “Balance of Trade” Theory 

The transportation of certain kinds of commodities 
from producer to consumer within the country has been 
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shown to indicate fairly accurately the degree of business 
activity. In visualizing the machinery of transportation 
with its network of railroads, one becomes aware that the 
activity is not restricted by the boundaries of the country. 
Occasionally a train-load of commodities is transferred to 
a vessel and taken “out of circulation,” so to speak. At 
the same time there may be a proportionate amount of 
some other commodity being imported — ^being transferred 
from foreign vessels to the railroads to be carried to the 
distributor and final consumer. 

The benefits and dangers of foreign trade have in the 
past created a great deal of discussion. During the 
seventeenth and eighteenth centuries it was believed 
that in order to maintain the supposed keynote of a 
nation’s power — a favorable “balance of trade” — there 
must be an excess of exports over imports. Men thought 
that a country should sell to foreigners more than it 
bought from them, and that the balance paid in hard 
cash was the “reajl wealth” of the country. Even today, 
it is amazing how many people still cling to this theory 
that the wealth of a country is represented by the inflow 
or outflow of specie. Yet the most elementary study of 
wealth, exchange, and money, shows that the “balance 
of trade” theory does not hold water. 

In addition to the fact that the theory of a favorable 
trade balance has been generally discarded, the entire 
volume of the United States imports and exports con- 
stitutes only about 5% of the total amount of production 
of the country. The “balance” between imports and 
exports must obviously be a minute and relatively 
unimportant proportion of the country’s total trade. 
Despite this fact, however, certain phases of foreign trade 
are definitely related to general business conditions within 
the country. 
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Export Figures Not So Accurate as Imports 

It is more difficult to obtain accurate figures of the 
amount of goods exported than it is of the volume of 
goods imported. Whereas a very careful account is kept 
of all imports by the customs officials, exports are recorded 
only on the clearance papers of ships. In spite of this 
weakness, however, they probably afford an approximation 
of actual conditions which is close enough for practical 
purposes. The various commodities imported and ex- 
ported are subdivided into the following groups: 

Crude materials 
Foodstuffs and live stock 
Manufactured foodstuffs 
Goods partly manufactured 
Finished manufactures 

Both exports and imports are quoted in dollars. In 
order to estimate the physical volume, therefore, it is 
necessary to consider fluctuations in the value of the 
dollar. 

Do Not Fluctuate with Domestic Business 

The volume of exports is naturally more indicative of 
foreign conditions than of business activity at home. 
The dollar value of all exports from the country for the 
past 22 years is shown in Chart 39. A comparison of this 
index with Bradstreet’s or any other index of general 
commodity prices shows a remarkable resemblance be- 
tween the two. They move in very close agreement at 
all times, except when exports showed an unusual increase 
during the early years of the war and during the post-war 
years, 1919 and 1920. It is also evident that the value of 
exports has been increasing at a faster rate than com- 
modity prices. If allowance were thus made for the 
changing value of the dollar, it would probably be found 
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that between 1905 and 1926 the physical volume of exports 
had about doubled, not quadrupled as the dollar values 
indicate. At any rate, after price changes are taken into 



CHART 39 


consideration, it is quite evident that the physical volume 
of exports does not fluctuate with the ebb and flow of 
business in the United States — it merely shows a gradual 
upward trend. 
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Imports Synchronize with Business Conditions 

Imports are barometric of conditions within the 
country, since more foreign articles will be used when 
business is good at home. This is substantiated by the 
fact that the value of imports fluctuate even more widely 
than the prices of domestic commodities. Of course, 
commodity prices within the country cannot be taken 
as an absolute measure of the prices of imported goods. 
The fact remains, however, that foreign goods must 
compete with our goods at our price levels, and these wide 
fluctuations in dollar values of imports indicate a cyclical 
movement in the physical volume of imports which exists 
regardless of changes in price levels. 

Import data agree closely with the volume of pro- 
duction in the country and therefore bear a similar rela- 
tionship to the stock market. The actual figures^ if 
allowance is made mentally for seasonal variations, move 
as a rule with the trend of the stock market, although 
there is an occasional tendency for import figures to move 
somewhat later. The seasonal factor may be removed 
by taking a moving average of the actual figures. Gen- 
erally, when the moving average starts to decline, stocks 
are a “buy”; and from seven to twelve months after it 
starts to rise, stocks are a “sale.” 

What Are Business Conditions? 

The last few chapters have dealt with almost every 
phase of business activity from which data were available. 
The discussion took up agricultural, mineral, and other 
raw-material production, was continued in the considera- 
tion of all kinds of manufacturing activity, and con- 
cluded with a study of retail distribution. 

The consideration of such data as car loadings and 
foreign trade gives a more complete picture of activity 
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in many fields of business at the same time. Even 
these data, however, are not representative of business 
as a whole, for they do not include every kind of business 
activity from the mining of iron ore to operating a chain 
of theaters. Frequently in these chapters references have 
been made to the fact that “business conditions and stock 
prices are closely related.” And as yet it has not been 
stated definitely just what kinds of businesses are included 
in the general term “business conditions.” 

Bank Clearings and Debits 

Bank clearings appear to be an index of almost all 
kinds of business activity combined. They are probably 
more familiar to the average person than most of the 
data previously discussed. Clearings are one of the 
oldest series of data, and have been available since 
1875. They are widely disseminated throughout the 
country and are generally accepted as indicative of general 
business activity. 

New York City clearings are usually separated from 
those of the rest of the country because of the great 
influence of speculative transactions on the New York 
Stock Exchange. So bank clearings of most of the large 
cities, other than New York, are included in the data 
called “Bank Clearings Outside of New York City.” 

Since the establishment of the Federal Reserve System, 
another type of data, debits to individual accounts, has 
been computed. These figures are similar to bank clear- 
ings in their purpose, but are even more comprehensive. 
Bank clearings express only transactions between banks, 
while debits to individual accounts indicate the volume 
of checks drawn or “debited” against the bank accounts 
of individual depositors in all those banks which are mem- 
bers of the Federal Reserve System. Since about nine- 
tenths of the business in the country is transacted by 
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means of bank checks, either debits or bank clearings 
would appear to be a reliable source of information regard- 
ing general business activity. 



CHART 40 


Chart 40 shows bank clearings and debits charted 
together. It was necessary in the case of 'clearings to 
make allowance for the fact that in January, 1922, a 
number of clearing houses ceased to issue figures. Since 
that time the statistics, including fewer cities, have been 
less representative of the country as a whole. Clearings 
are the older of the two series, so that if one wishes earlier 
statistics, he is forced to use them rather than debits. 
It is generally accepted, however, that debits are more 
representative of the business situation and will probably 
replace clearings in the future as a barometer of American 
business. 
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Although both clearings and debits usually show a 
close resemblance in their movements to the fluctuations 
in business activity, Chart 40 shows that at times they 
seem to bear almost no relationship to industrial activity. 
For instance, during the years from 1910 to 1914 and 
again from 1918 to 1920, they did not follow the trend of 
business. After 1915, also, there was a sharp rise in the 
figures, which has no counterpart in any of the various 
indexes of business activity. 

The failure of the indexes at these points was due to the 
fact that bank clearings and debits were expressed in 
dollar values. When the value of the dollar fluctuates 
radically, they will of course be affected. If they are to 
be used to indicate physical volume of business, the 
constant variations in the value of the dollar must be 
taken into consideration; the figures must be deflated to 
be comparable to those indexes which are expressed in 
physical units. 

Deflating Bank Clearings 

Of many attempts to deflate bank clearings figures 
so that they will measure physical volume of trade, one 
of the most notable is that made by Mr. Carl Snyder 
of the New York Federal Reserve Bank. He compiled 
an index of prices, to be used in deflating, which gave to 
different groups of prices the following weights: wholesale 
prices, 20%; wages, 35%;, cost of living, 35%; and rent, 
10 %. 

Mr. Snyder then deflated the figures of clearings 
according to this index so that they would indicate the 
approximate physical volume rather than the dollar volume 
of transactions. It was a very difficult matter to decide 
what weighting to give to wholesale, retail, or to any other 
group of prices; but the success which has been obtained 
in this case is demonstrated by the fact that the deflated 
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clearings figures agree remarkably in the direction of 
their swings with the figures of such a reliable business 
indicator as pig-iron production. 

While pig-iron production cannot be called an infallible 
measure of the degree of business activity, since the 
production of a raw material fluctuates more widely 
between periods of good and poor business than do general 
business conditions, nevertheless it is the best single 
measure of general conditions available. The value of 
these figures has again been demonstrated by Mr. Snyder s 
work. 


Summary 

Before carrying the search for forecasting data into the 
field of money and banking, it might be well to sum- 
marize briefly the conclusions reached in these chapters 
on production, consumption, and the volume of trade. 
It has been shown that crop production has almost no 
relation to business conditions. For certain special 
reasons, the consumption of cotton is related to general 
business. The discussion of mineral production showed 
that bituminous coal, and all of the data relating to the 
iron and steel Industry — ^pig-iron production, blast fur- 
naces, unfilled steel orders, coke, and steel-ingot pro- 
duction — ^were definitely related to general business con- 
ditions. The general indexes of production, calculated to 
show activity in many different fields of manufacturing, 
were also in agreement with the trend of general business. 

Then, turning to data showing consumption, the sales 
of department stores and especially of music stores were 
found to be sensitive to changing business. 

The volume of trade, as indicated by railroad car 
loadings, especially of ore, coal, coke, and forest products, 
moved closely with the ebb and flow of business. The 
volume of imports is related to domestic business con- 
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ditions, while exports are related to conditions in foreign 
-countries. Finally, bank clearings and bank debits, 
which reflect general business more accurately than any 
other data, and take into account manufacturing, whole- 
sale, and retail trade as well as most other types of busi- 
ness, move closely with the trend of pig-iron production. 
But because of the availability and simplicity of pig-iron 
production, it is more useful to show general business 
tendencies. 



Chapter XIV 

National Banks 

C REDIT is an essential part of the present highly 
developed industrial system. Briefly, credit is 
the command over existing goods or money in 
exchange for the promise of an equivalent value in the 
future. About 90% of all business today is conducted 
by means of credit. Only minor transactions are on a 
cash basis. The universal use of credit is exemplified 
both in the housewife’s charging at the corner store and 
in the borrowing of millions of dollars by large corpora- 
tions through bond issues. A credit transaction results 
wherever, instead of paying cash, there is given a promise 
to pay in the future. 

Naturally, any promise to pay must be considered a 
good risk before credit will be extended either to the 
housewife by the storekeeper or to the corporation by a 
bank. In order to m^ke use of credit, it is necessary to 
give evidence of character, capacity, or collateral — one 
or all, depending upon the individual circumstances 
surrounding the transaction. 

Credit Most Important in Industrial Countries 

Credit becomes more essential as a country develops 
industrially, for in modern highly developed business 
systems many processes of manufacture and transporta- 
tion are required before a commodity finally reaches the 
consumer. The payment for raw materials and labor 
would be greatly deterred, if it were necessary to wait 
until the finished commodity were paid for by the final 
consumer. Because of the large sums of cash involved, 
it is impossible for most manufacturers to advance the 
money for all the operations necessary to deliver the goods 
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to the consumer. Since materials, wages, and transporta- 
tion charges ordinarily must be paid for immediately, 
manufacturers, wholesalers, and retailers must obtain 
money to meet the expenses incurred before they finally 
are able to collect for their respective parts in the process. 
In order to obtain the money with which to carry on cur- 
rent operations, they must resort to credit, which con- 
sists usually of borrowing from banks. Without access 
to credit, business throughout the country would be 
sharply curtailed. 

There is no doubt but that credit may be greatly mis- 
used. Banks often make it too easy for business men to 
borrow in large quantities. Manufacturers desiring quan- 
tity production are apt to extend credit too readily to the 
wholesalers, who in turn often allow retail merchants to 
lay in too heavy stocks of goods. The retailers them- 
selves are often too lax in their credit requirements from 
the final consumer. But, in spite of its abuses, credit is 
an indispensable part of the business system. 

Commercial Banks Deal in Short-Term Credit 

There are two kinds of banks which aid in supplying 
the credit needs of business men. The first is the regular 
commercial bank dealing in short-time credit. The 
second is the investment bank, which supplies the man 
who wants credit for long periods of time. The two 
perform very different functions and must be distinguished. 

Briefly, the commercial bank lends credit for current 
operations; it supplies the money necessary to all phases 
of the manufacture of goods. The usual loan from these 
banks is for three months. It is seldom possible to 
secure a loan for more than six months, although loans 
are frequently renewed. It is generally understood, 
however, that loans are to be used only for current opera- 
tions. The most distinctive feature of commercial banks 
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is that they not only lend the money received from their 
stockholders and depositors, but they are also legally 
empowered to manufacture money in the form of bank 
credits. This process will be described shortly. 

Interest rates on all short-term credits such as call 
loans, time loans, commercial paper, and bank acceptances 
should logically indicate the activity of commercial banks, 
since their principal form of credit extension is in the 
form of short-term loans. 

— Investment Banks in Long-Term Credit 

In direct contrast with the commercial banks, the 
investment banks furnish long-term credits. They buy, 
hold, and sell notes, bonds, or stocks, the money from 
which is not essential for current business operations, but 
is used for plant extension or other permanent improve- 
ments. Investment banks are not allowed to manufac- 
ture money, but must for the most part use their own 
capital in the conduct of their business. They borrow 
money from commercial banks in order to finance current 
operations in much the same fashion any other business 
does. Since investment banks deal mostly in long-term 
credits, long-term interest rates are most closely related 
to investment-banking data. 

It is important to bear in mind these essential dif- 
ferences between commercial and investment banks. 
The first deals in short-term credits, the other in long- 
term credits; the one is empowered to manufacture credit, 
while the other must rely upon its own resources much 
as any other business must do. 

The Sources of Credit 

The 30,000 or more commercial banks in the country 
are perforce something more than places where one may 
open a bank account against which to write checks. If 
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that were their only function, commercial bankers would 
lead the drab existence of a bookkeeper. A principal 
and most profitable function of the commercial banker 
is the making of loans to business borrowers. Money 
for these loans may be taken from (1) the capital sup- 
plied by the banks’ stockholders, (2) money left by 
customers on deposit, or (3) credit “manufactured” in 
the manner prescribed by banking laws. 

The banker knows from experience that only a few 
depositors will demand their money each day. By cal- 
culating the probable demand for currency during each 
day and each season, it is possible for a bank to lend out 
its surplus funds. All banks are, of course, required by 
law to keep a certain amount of “reserves” on hand at 
all times. However, by the judicious granting of loans, so 
that a certain amount of them will fall due each day, 
it is possible to make loans many times as great as the 
actual resources of the bank. This is only possible 
because usually those who borrow from banks do not 
want cash, but credit. 

Borrowing for Current Operations Sound Business 

In organizing a business, the promoters are ordinarily 
expected to furnish the necessary amount of capital to 
build a plant, buy equipment, and get the business well 
under way either from their own resources or by selling 
securities through an investment bank. In addition, the 
business is expected to have a certain amount of “working 
capital.” A part of the money to finance current opera- 
tions, however, the business man will often borrow from 
a commercial banker, especially when there are sharp 
seasonal fluctuations in the amount of money needed. 

To accomplish this end, the business man will establish 
a “line of credit” with a bank, or possibly several such 
lines of credit with different banks. He will agree to 



200 FORECASTING STOCK MARKET TRENDS. 

deposit his company’s funds in the bank which seems 
best able to accommodate his particular needs. Then 
by selling the bank his note, or “discounting” the note, 
he will borrow on his line of credit. In return for this 
accommodation he usually agrees to keep his average 
bank balance above a certain figure, and to furnish 
periodic statements showing the financial condition of 
his company. As the business man begins to realize 
upon his operations, his bank account will be augmented 
by the continual deposit of money until he is able to 
repay his note from funds in his account. 

The Seasonal Factor in Loans 

Certain factors will naturally affect the size of a bank’s 
loans. For one thing, various industries will have different 
seasonal requirements. A bank naturally attempts to 
distribute its loans among diversified industries so that 
the demand will not be great at one time of year and 
small at another. Often, when a bank caters principally 
to one industry, it is impossible to eliminate a marked 
seasonal demand for loans. 

It is interesting to note in this connection that one 
of the principal advantages of branch banking is that, 
with a number of branches, a bank can scatter its facilities 
among various industries and thus equalize the seasonal 
factor in its loans. The fact that California state laws 
have permitted the establishment of such branches, 
together with the wide diversification of her industries, 
has led to a growth of branch banking on a scale not 
equaled elsewhere in the country. 

National Banks, State Banks, and Trust Companies 

There are three different kinds of commercial banks 
in the United States: national banks, state banks, and 
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trust companies. National banks, scattered throughout 
the country, receive their authority to conduct a banking 
business from the federal government. They are under 
the direct supervision of the Comptroller of Currency, 
to whom they must report periodically. State banks 
and trust companies receive their charters from the 
individual states in which they are located, and are under 
the direct supervision of the state banking officials. 

Previous to the establishment of the Federal Reserve 
System in 1914, the state banks and trust companies 
were not related in any direct way to the national banks. 
While the national banks were a homogeneous unit and 
were under the guidance of federal laws, the state banks 
and trust companies were independent of any federal 
jurisdiction. Within each state the banks and trust 
companies are, of course, under the same state jurisdic- 
tion, but the various state laws regarding banking are 
radically different. As a result of this wide divergency 
between state banking systems, the only data of great 
value concerning banking operations throughout the 
country were the reports of national banks to the Comp- 
troller of the Currency and the reports of the New York 
City Clearing House Banks. These latter banks are 
also representative of banking conditions throughout the 
country, because it is the practice of local banks to loan 
and withdraw idle funds through New York banks in 
the New York money market. Reports of New York 
banks are therefore useful in estimating general business 
conditions. It is necessary in examining the years before 
1914 to depend for the most part upon these two sources 
of data. 


Activities of Commercial Banks 

The principal operations of a commercial bank are 
(1) to lend money to its borrowing customers, (2) to 
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lend money on call, (3) to buy commercial paper, and 
(4) to buy securities. The primary concern of a bank 
is naturally to supply the credit needs of its business 
customers. The other activities will be indulged in only 
when the requirements of their regular business customers 
are satisfied. 

Customers’ demands frequently do not require all a 
bank’s resources. Especially is this true when business 
conditions are dull. The bank may in such cases lend 
money on “call”; that is, it will make loans subject to call 
on any day, depending upon either the bank’s or the 
borrower’s needs. This type of lending is resorted to 
when a bank has extra funds which may be needed very 
shortly or for which a possible need cannot be accurately 
determined. 

If a bank finds it can spare money for a longer period 
of time, it may buy “commercial paper,” as the notes 
of business concerns are popularly called. This form of 
lending is done through competition in the open market 
with other banks for the purchase of the commercial 
paper. The interest rate that these notes carry is the 
“commercial paper rate.” 

Finally, if a bank has more money available than can 
be used for any of the above purposes, and there is no 
evidence of any immediate need for the funds, it may 
purchase various kinds of securities. Only surplus money 
which will not be needed for a considerable period of time 
is usually “loaned” in this manner. 

The processes of lending on call, the purchase of com- 
mercial paper, and the purchase of securities will be 
discussed in later chapters. But, first, data showing the 
credit demands of a bank’s regular business customers 
will be taken up. This type of borrowing is most closely 
allied to general business conditions, since more money 
will be required to carry on current operations in times 
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of business prosperity than when business is dull. But 
the size of a bank’s loans is so closely allied with its 
deposits that both types of data fluctuate with business 
and the stock market. 

Ratio Loans to Liabilities 

It makes little difference from the standpoint of general 
business conditions whether the loans and investments of 
banks amount to ^650,000,000 with $1,000,000,000 total 
liabilities, or whether they amount to $6,500,000,000 
with $10,000,000,000 liabilities. In either case the ratio 
is the same — 65%. This ratio of loans and investments 
to total liabilities, however, changes with business condi- 
tions. A simplified bank balance will perhaps show most 
clearly the reasons for such changes. 

When a bank is first organized, before any business is 
transacted, its balance sheet in a very simplified form 
may appear as follows: 

Assets Liabilities 

Reserves ^1, 000 , 000 Capital ^ 1 , 000, 000 

If depositors put $1,000,000 in this bank against which 
they may draw checks, the balance sheet will be: 

Assets Liabilities 

Reserves $ 2 , 000,000 Capital $1,000,000 

Deposits 1 , 000,000 

Up to this point the bank has not performed its function 
as a manufactory of credit. It now begins to lend money 
by creating deposits to the credit of borrowers, against 
which the borrowers may issue checks. While business 
is rather dull, the bank may lend $3,000,000. In such 
a case the balance sheet will look as follows: 

Assets Liabilities 

Reserves $ 2 , 000,000 Capital $ 1 , 000,000 

Loans and 

Investments 5 , 000,000 


Deposits -#, 000,000 
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After these operations, the ratio of “loans and invest- 
ments to total liabilities” would be $3,000,000 

=60% 

$5,000,000 

Now if business continues to expand and $1,000,000 
additional loans and investments are negotiated, the 
balance sheet would read: 

Assets Liabilities 

Reserves $2,000,000 Capital $1,000,000 

Loans and 

Investments 4,000,000 Deposits 5,000,000 

The ratio of loans and investments to total liabilities 
has now increased to 66f%: $4,000,000 

661% 

$6,000,000 

From these simplified balance sheets it may be seen 
that as business becomes more prosperous and com- 
mercial banks extend more loans, either in the form of 
deposit loans or in the form of investments, the ratio of 
loans and investments to total liabilities rises. Con- 
versely, when business conditions become dull, the ratio 
will decline. 

National Banks’ “Calls” Furnish Useful Data 

The reports of national banks to the Comptroller of 
the Currency will comprise the data to be considered 
first. The Federal Reserve System has so radically 
affected much of the banking data that it seems advisable 
to carry the figures back as far as 1890 in order to get the 
situation in true perspective. National banking laws 
require the Comptroller to call upon all national banks 
periodically to reveal their financial condition as of the 
“date of call.” To prevent banks from padding their 
balance sheets, these dates are not fixed. The Comp- 
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trailer merely announces that all banks must furnish 
statements as of a certain date. From 1890 to 1914 
these reports were required five times a year; from 1915 
to 1920, six times; in 1922 and 1923, five times a year; 
and more recently, three times a year. 

National bank reports in response to “bank calls” are 
the only figures available showing conditions in the com- 
mercial banking system outside of New York over a long 
period of time. These data are most useful in the calcula- 
tion of the ratios of “loans and investments to total 
liabilities.” The meaning of such ratios and the method 
of computation has just been explained. Ratios since 
1890, as calculated by A. A. Young in the “Review of 
Economic Statistics,” are shown in Chart 41. A moving 
average has been computed by taking the average of the 
number of calls during a year. If there were four calls, 
the figure would be the average of those four; if there 
were five, the figure would be the average of those five, 
and so on. This chart succeeds fairly well in picturing 
the variations in the lending operations of commercial 
banks throughout the United States since 1890. 

Ratio Changes with Business Activity 

The most striking characteristic of these figures is that 
changes in the ratios of loans and investments to liabilities 
generally follow changes in business conditions. If the 
ratio curve is compared with an index of general condi- 
tions like pig-iron production, it will be seen that the pig- 
iron production curve precedes a rise or fall in the ratio 
by a period which usually varies from two months to 
a year. Undoubtedly the explanation is that during 
a period when production is going forward at a slow pace, 
producers are inclined to cut down production more than 
is warranted by actual conditions. They must, however, 
maintain a certain amount of bank loans even in periods 
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of depression, so that loans are not cut so drastically as 
production. 

With an increased demand for goods, the business man 
finds himself with enough raw materials on hand to 
increase production to some extent before he requires 
more bank loans. In addition to this, the number of 
failures during a period of business depression due to the 
fact that certain companies have held too large bank 
loans, tends to make the average business man more than 
usually cautious to keep his loans down to a minimum. 
Business will go forward, then, as far as possible without 
additional borrowed funds. When, however, business 
increases to the point where additional funds are impera- 
tive if expansion is to continue, business men will again 
borrow. At this point, the ratio of “loans and invest- 
ments to liabilities” commences to rise. 

The Influence of Commodity Prices 

Bank loans continue tg increase sharply during the 
period when manufacturing is reaching boom propor- 
tions. But when the reaction comes, bank loans will not 
decline immediately. In fact, they often rise even more 
sharply after manufacturing activity has reached its 
peak and is declining. This is explained by the fact 
that during such a period commodity prices are rising 
rapidly, a condition requiring additional capital with 
which to finance business. Then, too, when business 
activity has declined to the point where commodity 
prices fall sharply, many concerns find it necessary to 
borrow from banks unexpectedly in order to carry a 
large, slow-moving inventory with which the decline of 
business has burdened them. Again, at this phase of the 
business cycle, customers are not so prompt in making 
remittances, another condition creating an increase in the 
demand for banking capital. Finally, the business 
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situation begins to clear, inventories are worked off, and 
the ratio begins to fall. 

There is a distinct relationship between the actual 
figures of the ratio and the stock market. Usually after 
a decline has been going on for several months, stock 
prices commence to rise sharply. When the ratio is rising, 
stock prices are generally approaching peak levels, and 
sometime during the latter part of the rise in the ratio 
the market begins a major decline. In this manner the 
actual, or uncorrected, figures forecast quite efficiently 
periods of rising stock prices. It is not so easy to tell 
from the actual figures, however, when a fall in stock 
prices is due, because the peak in stocks comes at varying 
times during a rise in the ratio. 

Moving Average of Ratio Closely Related to Stocks 

A moving average of ratios, in smoothing the irregulari- 
ties of the actual figures, moves at a slightly later date 
than the actual figures and seems to have a more useful 
relationship to stocks. Usually it would have been 
profitable to buy stocks when the moving average began 
to fall. Although such a turn in the average has not 
always indicated the lowest level of stock prices, it may 
be seen from the chart to have approximated the low 
point fairly well. 

Again, as in the case of the actual figures, the selling 
point is not so clearly' indicated, although, as a rule, the 
point at which the moving average of the ratio has turned 
upward marked an advantageous time to sell stocks. 
Sometimes the highest point in stock prices has come 
from one to five months later, and at other times, as in 
1917, 1920, and 1923, it has come earlier. In the long 
run, however, since it is futile to hope for a perfect barom- 
eter, these slight irregularities should not detract materi- 
ally from the value of these statistics. 
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In the upper part of the chart, when this barometer 
indicated rising stock prices according to the method of 
reading just described, stock prices are shown in black; 
when falling stock prices were indicated, they are shown 
by a light, broken line. 

The principal disadvantage of this barometer is that 
the statistics must be taken from reports which were 
obtainable at most not over six times a year. Moreover, 
they have recently been required only three times yearly, 
because the Federal Reserve weekly figures serve approxi- 
mately the same purposes, and the Comptroller of the 
Currency has found it less necessary to check up the 
condition of national banks separately. The data are 
thus becoming a less efficient barometer, and one is led 
to rely more upon other banking figures, such as data of 
the New York Clearing House Banks, and the newer 
Federal Reserve Member Bank statements. 



Chapter XV 

New York Banks— Federal Reserve Banks 

T he principal function of a commercial bank is to 
help finance the current operations of business men. 
The short-term credit needs of the business com- 
munity are their first consideration. After those demands 
are satisfied, banks may employ their surplus credit by 
lending money on call, buying commercial paper, or by 
buying longer-term securities. 

Since their primary concern is to cater to the current 
credit needs of business men, it follows that data pertain- 
ing to the operations of commercial banks will be closely 
related to the trend of business conditions. In the 
preceding chapter, the size of the loans, discounts, and 
investments of national banks were seen to be indicative 
of general business conditions. When business is pros- 
perous, loans, discounts, and investments rise relatively 
faster than the total liabilities, and they decline more 
rapidly in times of poor business. The ratio between the 
two figures is therefore definitely linked to business con- 
ditions and stock prices. 

Limitations of National Bank Data 

The statistics are inadequate, however, for two reasons. 
In the first place they include, of course, only one kind 
of bank, — national. This objection in itself is not serious, 
for as a rule national banks are larger and more important 
than banks operating under state charters. 

A more important handicap is that national bank data 
consist only of reports to the comptroller in response to 
“bank calls.” Since the calls must come at varying 
intervals in order to take the banks by surprise, statistics 
taken from these reports lack the periodic regularity 
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which is so desirable in economic data. Moreover, bank 
calls come too infrequently to be of any great value. 

New York Clearing-House Figures 

Data from banks within New York City are more 
useful. The New York Clearing House has long made 
a practice of issuing weekly reports showing the conditions 
of its member banks whose transactions are so influential 
in national financial affairs that they reflect business 
conditions throughout the country. In addition, New 
York banks are affected by security market conditions, 
because of the heavy demands on these banks from invest- 
ment bankers and stock brokers. 

The two series of data taken from the New York Clear- 
ing House Banks with which this discussion will be con- 
cerned are “average deposits” and “loans and discounts.” 
The figures were taken from data compiled by Prof. 
Warren M. Persons of the Harvard Economic Service. 

Deposits Related to Business 

During periods in which there is little demand for funds 
for commercial purposes, banks outside of New York 
City deposit their idle money in New York banks to be 
loaned on call in the security markets. When the demand 
for commercial loans increases, this money is withdrawn 
and loaned to local business men. The effects of this 
practice are apparent in the fluctuations of the New 
York bank deposits, which bear a definite relationship 
to general business conditions. 

When business is extremely active, the deposits of New 
York Clearing House Banks will have been declining and 
will be at a low level. Outside banks have withdrawn 
their funds in order to supply the increasing local demand 
for commercial loans. 

After business has reached a peak and curtailment 
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begins, outside banks again begin to deposit those funds 
which are no longer in demand. The highest point in the 
deposits of New York banks is reached about six or eight 
months after the low point in business has been registered. 
This spread is accounted for by the fact that it takes 
some time after business has suffered a reverse for out- 
side banks to get their loans paid up. 

As business activity returns to normal, outside banks 
find less need to employ their surplus funds in the call 
money market, and New York deposits increase at a 
slower pace. After business is once more definitely on 
the increase, New York deposits again decline as the 
money is withdrawn for commercial purposes. 

Bank Deposits and the Stock Market 

From Chart 42 it may be seen that the moving average 
of the deposits of New York banks moves with the trend 
of the stock market. This correspondence between the 
two is caused by the fact that the moving average lags 
behind the actual figures. It is preferable in this case 
to use the moving average in order to eliminate seasonal 
and other irregularities. Usually after the moving average 
turns upward, stock prices either have already turned 
upward a month or two before or are due to rise shortly. 
\^en the moving average shows a tendency to flatten out 
or decline after a prolonged rise, stock prices are usually 
at a high level. 

When the actual figures of deposits have declined sharply 
from a peak, they indicate a probable decline in stock 
prices a few months later. They usually reach a low 
point before stocks do. 

From 1914 until 1921, deposits failed to show their 
conventional movements, because the establishment of 
the Federal Reserve System upset the normal functioning 
of the banking system. Then, too, since the figures deal 
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in dollar values, they were affected by the inflation of 
currency which accompanied the war. Because they are 
not affected by currency inflation, ratios have a distinct 
advantage over dollar figures in the estimation of bank- 
ing conditions. 

Loans and Discounts Related to Deposits 

“Loans and discounts” including loans, discounts, 
stocks, bonds, and mortgages owned by the bank, have 
definite seasonal movements. They rise during the 
winter months to March, fall slightly to May, and rise 
steadily again throughout the summer, reaching a maxi- 
mum in August. They decline through the autumn 
months and reach the low point of the year in December. 
The moving average helps to smooth out the seasonal 
influence. 

Most of the deposits in the New York banks during 
periods of dull business are placed there by country banks 
who wish them loaned in the call money market. Thus 
loans are closely related to deposits; for when deposits 
decline, there are fewer funds to be loaned. This rela- 
tionship is apparent when the two series are compared. 

The relation of “loans and discounts” to stock prices 
will be similar to that witnessed between “deposits” and 
stock prices. When the moving average of “loans and 
discounts” has been declining for several months and 
turns upward, stock prices have already risen or are 
about to rise. Stocks are usually at a high level when 
the average flattens out after a prolonged rise. 

Loan-Deposit Ratio 

Neither “deposits” nor “loans and discounts” is so 
reliable as the ratio between the two, as computed by 
Professor Persons. It is evident from Chart 42 that such 
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a ratio fluctuates inversely with the two items of which 
it is composed. 

Deposits fluctuate more widely than loans, because 
outside banks flood the New York Clearing House Banks 
with their surplus funds during periods of depressed 
business, and withdraw these funds quickly when busi- 
ness becomes active. Since it is more difficult for the 
New York banks in periods of dull business and low stock 
prices to loan money, the difference between deposits and 
loans widens at such times, and the ratio increases. As 
business improves, the funds are withdrawn more rapidly 
than the New York banks are able to reduce their loans 
and investments; and since the spread between loans 
and deposits becomes less, the ratio falls. Thus, when 
there is a widening difference between loans and deposits, 
the ratio between the two is rising; when the difference 
between loans and deposits is narrowing, the ratio is 
falling. 

A ratio which expressed the same sort of relationship 
for national banks was discussed in the previous chapter. 
Both “loan-deposit” ratios are very similar, except that 
the ratio for the New York banks fluctuates more widely, 
because at times there is a greater spread between the 
loans and deposits of New York banks. 

Ratio Forecasts Stock Prices 

In Chart 42 the seasonal variations of the loan-deposit 
ratio for New York banks have been removed by a moving 
average. The moving average proves to be an even more 
sensitive barometer of stock market conditions than the 
ratio for national banks. Moreover, the New York bank 
figures can be computed on a regular monthly basis. 

It has been observed that the ratio fluctuates inversely 
with the trends of either loans or deposits separately. 
It is also noticeable that the peaks and low points of the 
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ratio occur at different times than either of its con- 
stituents. The moving average of the ratio indicates 
stocks are at a low point and a good “buy” when it turns 
downward. Sometimes the indication misses the absolute 
low point in a bear market by a month or two, but usually 
it approximates the critical points closely enough to be 
useful. The most advantageous point at which to sell 
stocks occurs usually about four months after the moving 
average turns upward. 

In Chart 42 during those periods in which the loan- 
deposit ratio signaled higher stock prices, according to the 
above interpretation, the stock market is shown in solid 
black. During those periods in which falling stock prices 
were indicated, it is shown by a light line. It is apparent 
that, with a few exceptions, the most notable being the 
period of inflation during the war, this barometer would 
have served as a dependable guide to the common stock 
owner. 


Federal Reserve Statistics 

The data examined up to this point have consisted 
of those statistics which were most useful before the 
establishment of the Federal Reserve System. The 
reports of national banks and of New York Clearing 
House Banks are among the oldest financial records 
available, and serve as valuable barometers in spite of 
their limitations. 

The Federal Reserve System has simplified the problem 
of collecting bank data. Since 1921, members of the 
System, including almost 800 banks in all sections of the 
country, have furnished weekly reports of their condition. 
These member banks include most of the larger banks 
of the country, with aggregate banking reserves of some- 
what over ^15,000, 000,000. The Federal Reserve Board 
combines the figures into a consolidated banking state- 
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ment for the entire country. In addition to this general 
statement, the data are also arranged to show conditions 
in New York, Chicago, and in banks located in “Federal 
Reserve cities,” “Federal Reserve Branch cities,” and in 
other selected cities. 

Although these data have been available for a relatively 
brief period of time, such detailed and comprehensive 
material in the future should prove to be valuable in 
forecasting. It has been shown that the less inclusive 
data obtained from the National or New York Clearing 
House Banks were useful in this respect. If the Federal 
Reserve member bank figures are charted, they should 
show similar fluctuations. Furthermore, since these new 
data include state banks and trust companies as well 
as national banks, they should in the future be of con- 
siderable value. 

Deficiencies of the Old Banking System 

Before the Federal Reserve Act, our banking system had 
several distinct drawbacks. First, banks had no adequate 
facilities for the expansion and contraction of credit and 
currency to fit the varying needs of the business com- 
munity. Bank credit and currency were so stable that, 
at times, banking resources exceeded the demand, and, at 
other times, it was almost impossible for business men to 
get the necessary banking accommodations with which 
to carry on business. 

There was no way, either, for banks to exchange 
reserves, for there were no means by which a bank with 
surplus reserves might place them at the disposal of a bank 
in need of funds. Thus the banking resources of the 
country were not utilized to the fullest extent. 

To remedy these conditions, the Federal Reserve 
System established twelve Federal Reserve Banks in 
various sections of the country to serve as “bankers’ 
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banks” and to do business only with the banks which 
joined the system. Each member bank deposited with 
the Federal Reserve Bank in its district the amount 
required of that bank as legal reserve. Against this 
reserve the member bank may extend credit to its 
borrowers. 


Reserve Requirements 


After depositing its legal reserve with the Federal 
Reserve Bank in its district, the simplified balance sheet 
of a member bank might look as follows : 

Assets Liabilities 

Reserves (with Fed. 

Res. Bank) $2,000,000 Capital $1,000,000 

Loans, discounts 

and investments 19,000,000 Deposits 20,000,000 


$21,000,000 


$ 21 , 000,000 


A bank is required by law to keep on reserve at all times 
a certain amount of money, usually between 8% and 13% 
of deposits, depending upon the location of the bank. In 
the above case the reserve is 

$2 ,00 0, 000 — Res er ves 

-= 10 % 

20,000,000 — ^Deposits 


The New Basis for Credit Expansion — 

The credit expansion possibilities of the Federal Reserve 
System are best shown by the balance sheet of the above 
bank after it has “rediscounted” — at the “Federal Reserve 
rediscount rate” — some of the notes received from 
customers. 

The balance sheet above shows that this particular 
bank has expanded its credit facilities to the legal limit — 
10%. So, in order to make credit facilities more elastic, 
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the Federal Reserve System allows the member banks to 
rediscount at the Reserve Banks some of the notes received 
from member banks’ customers on loans granted. The 
member bank may either leave the proceeds from the 
rediscounting with the Federal Reserve Bank to be con- 
sidered as additional reserve against which it may further 
extend credit to its customers, or the member bank may 
accept currency — usually in the form of Federal Reserve 
notes — for the rediscounted paper. In case the member 
bank wishes to follow the former practice and expand its 
loans further, its balance sheet may appear as follows: 


Assets 

Reserves (with Fed. 

Res. Banks) $2,000,000 

Rediscounts loo^ooo 


Liabilities 


Capital $1,000,000 

Deposits 2 i^ 000 y 000 


Total Reserves $2,100,000 Loans redis- 
counted lOOyOOO 

Loans ^ discounts and 

investments 20^000fi0o 


$ 22 , 100,000 


$ 22 , 100,000 


In this case the member bank, by rediscounting 
$100,000 worth of its customers’ notes and leaving it as 
legal reserve at the Federal Reserve Bank, has been able 
to extend $1,000,000 more in credit to its commercial 
borrowers; for its reserve after making additional loans to 
this amount would still be 

Total Reserves — ^$2,100,000 

= 10 % 

Deposits — 21,000,000 


This rediscounting device which permits banks to expand 
and contract credit as needed is the most characteristic 
feature of the Federal Reserve System. 
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— AND THE New Basis for Currenct Expansion 

It is also possible, under the new banking system, to 
expand cash resources as they are required by the busi- 
ness community. Member banks may call upon the 
Reserve Banks in order to expand credit in the manner 
shown above, or they may call upon the Reserve Banks 
to furnish them with currency to supply customers’ needs. 
This latter function is best illustrated by a typical balance 
sheet of a Federal Reserve Bank— the bankers’ bank. 

The capital of the Reserve Banks is furnished by its 
member banks, and their resources consist of the legal 
reserves deposited by the member banks. When the 
Federal Reserve Bank has obtained the initial capital 
from its member banks, and before it has actually func- 
tioned as a bankers’ bank, a balance sheet might be as 
follows : 

Assets Liabilities 

Reserves $10,000,000 Deposits (mem- 

ber banks’ 

reserves) $9,000,000 


Demand Liabil- 
ities $9,000,000 

Capital 1,000,000 

$ 10 , 000,000 $ 10 , 000,000 

From this statement the Federal Reserve Bank will 

compute what is commonly known as the “Reserve Ratio” 
as follows: 

Reserves — $10,000,000 

=lll-f-% 

Demand Liabilities — 9,000,000 

The member banks, heeding cash to supply the day-to- 
day needs of the people, now call upon the Reserve 
Bank to supply them with currency. So the Reserve 
Bank issues $1,000,000 of currency in the form of Federal 
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Reserve notes to member banks, who in exchange redis- 
count $1,000,000 of their customers’ notes at the Federal 
Reserve Bank. 

Assets Liabilities 

Reserves $10,000,000 Deposits (mem- 

ber bank 

reserves) $9,000,000 

Loans and discounts 1 ^ 000,000 Federal Reserve 

notes iy 000,000 


Demand Liabil- 
ities $10,000,000 

Capital 1,000,000 


$ 11 , 000,000 $ 11 , 000,000 

The reserve ratio is now: 

Reserves — $10,000,000 

= 100 % 

Demand Liabilities — 10,000,000 

Member banks now finding a demand for credit beyond 
the limits of their own immediate resources, rediscount 
$10,000,000 worth of notes in order to increase the legal 
reserve against which they can extend further credit to 
their customers. The Federal Reserve Bankas statement 
will then be: 

Assets Liabilities 

Reserves $10,000,000 Deposits {mem’- 

her bank 

reserves^ $jp,ooo,ooo 

Loans and discounts ii,ooofiOO Federal Reserve 

notes 1,000,000 


Demand Liabil- 
ities $20,000,000 

Capital 1,000,000 


$ 21 , 000,000 $ 21 , 000,000 

By rediscounting the customers’ notes of member 
banks and issuing $1,000,000 in Federal Reserve notes 
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and placing $10,000,000 against reserves of member 
banks, the reserves of the Federal Reserve Bank have 
been reduced so that the reserve ratio now stands at 50% : 

Reserves — $10,000,000 

= 50 % 

Demand Liabilities — 20,000,000 

Thus by extending this accommodation to a member 
bank in order, indirectly, to supply the credit or currency 
needs of the business community, the reserve ratio has 
declined from 111+% to 50%. In this manner a decline 
in the reserve ratio occurs when business is making heavy 
demands upon banks for credit and currency. When 
business activity slackens and loans are repaid to member 
banks, there is less need to rediscount, and the reserve 
ratio rises. 


The Ratio in Greater Detail 

However, it is not only the expansion and contraction 
of credit and currency in circulation that causes the 
reserve ratio to rise and fall. The ratio may be affected 
by additional factors; and in order to understand the true 
condition of the Federal Reserve Banks, it is' necessary to 
examine in greater detail the individual items which make 
up the ratio. 

The reserve ratio for this purpose must be broken down 
into more detailed parts : 

Reserves =Gold and Certain Other Legal Money 

Demand Liabilities = Deposits and Federal Reserve Notes 

Changes in any one component will cause the ratio to 
change unless all items change proportionately. To 
understand the extent to which the ratio indicates actual 
credit expanding possibilities of the Reserve Banks, which, 
in turn, reflect commercial banking conditions throughout 
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the country, it is necessary to examine each part of the 
ratio separately. 

“Bills Rediscounted” Fluctuate with Business 

The outstanding function of the Federal Reserve Banks 
is the rediscounting of notes presented by member banks. 
The member banks, by rediscounting its customers’ 
notes, is allowed to extend credit beyond the limit pro- 
vided by the old banking system. In times of dull busi- 
ness, when member banks have less demand for their 
funds, they have no occasion to rediscount at the Reserve 
Bank, and consequently the number of bills rediscounted 
is small. As business grows more active, it becomes 
increasingly necessary to rediscount customers’ notes, and 
the number of bills rediscounted at the Federal Reserve 
Bank begins to rise. Thus a small volume of hills redis- 
counted signifies dull business; a large volume, active 
business. 

As is typical of all data indicating the amount of bor- 
rowing from commercial banks, changes in the amount of 
bills rediscounted follow changes in business activity by a 
few months. Pig-iron production, for instance, declines 
or rises several months before the trend of rediscounts 
changes. 

Except for the war period, during which government 
borrowing operations obscured the normal trend, a definite 
relationship between bills rediscounted and stock prices 
was apparent. Stocks would generally have been a 
“buy” when the moving average of bills rediscounted began 
to fall, and a “sale” when the moving average began to 
rise. Of course, the data have been actually available 
for such a short time that the apparent relationship must 
be based largely on theory. This theory of an inverse 
relationship, however, has been upheld by the movements 
of the moving average during the past few years. 



224 FORECASTING STOCK MARKET TRENDS 

As stated before, in rediscounting at the Reserve Bank, 
a member bank will ask either for currency, usually in 
the form of Federal Reserve notes, or for an increase in 
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its legal reserves which will permit the extension of 
further credit to customers. Thus rediscounts serve as a 
measure of the demand liabilities used to make up the 
reserve ratio, since demand liabilities are composed of 
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deposits (legal reserves of member banks) and Federal 
Reserve notes in circulation. 

Notes in Circulation Fluctuate with Cost of Living 

Although considerable importance is often attached to 
the amount of Federal Reserve Notes in Circulation, this 
item is relatively unimportant in forecasting general 
business conditions. The demand for money changes 
with business conditions, to be sure, but these changes 
are largely due to changes in the cost of living. For as 
business goes from prosperity to dulness, causing prices 
to rise or fall, the amount of pocket money which the 
consumer must carry, varies. Federal Reserve Notes in 
Circulation fluctuate moderately, then, and are less useful 
in stock market forecasting than data which are affected 
more directly by changes in the tenor of business activity. 

Gold Supply Disregards Business Conditions 

The gold reserve item of the Federal Reserve Bank 
balance sheet represents either the metallic gold held in 
the Reserve Bank vaults, or gold certificates issued against 
metallic gold held in the vaults of the United States 
Treasury. When gold is imported into or exported from 
the country, usually one or the other of these two stocks 
of gold is affected. These gold reserves, which are the 
basis upon which credit is extended by commercial banks 
throughout the country, are dependent upon both the 
production of gold and the international movements of 
gold. And both the production of new gold and the 
international movements of gold are very erratic and 
not directly associated with current business activity 
within the United States, so that the fluctuations of gold 
reserves of Reserve Banks are quite independent of move- 
ments of domestic business. Gold reserves, although of 
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tremendous importance in determining the amount of 
credit which may be extended for business purposes, have 
been for the most part quite useless in determining either 
business movements or the stock market trend. 

Concealing the Size of the Gold Stocks 

It is interesting at the present time, when the country’s 
gold holdings are of such unusual size, to note that the 
Federal Reserve Act permits the Reserve Banks to issue 
gold certificates to member banks instead of Federal 
Reserve notes. The issuance of either gold certificates 
or Federal Reserve notes will lower the reserve ratio, 
but the issuance of gold certificates has a much more 
pronounced effect. It calls immediate attention to the 
abnormal gold supply. 

The foregoing analysis has shown that while the reserve 
ratio is supposed to indicate the soundness of the general 
commercial banking structure, only one of the several 
components is useful in forecasting general business con- 
ditions. The ratio is affected by international move- 
ments and the production of gold, factors quite outside 
the control or influence of general business movements. 
The one item, Bills Rediscounted, however, shows a close 
sympathy with general business trends and may be used 
advantageously as a business and stock market barometer. 
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Money Rates 

I NFORMATION can be obtained from bank balance 
sheets which indicates the volume of banking business 
in much the same manner that pig-iron production 
indicates the volume of production in the iron industry, 
or crude-petroleum production in the oil industry. In 
every case, however, volume is only one phase of the 
situation. In order to obtain a more comprehensive view 
of conditions it is advisable to consider prices, or the 
value of the commodity produced. 

The commodity which banks offer for sale is called 
credit, and it is customary to speak of the “price” of 
credit as the interest rate. One may question why it is 
necessary to pay for the use of capital. Why are borrowers 
willing to pay, and why do lenders demand the payment 
of interest? 

Capital is valuable because it is capable of producing 
further wealth. In this respect it is as necessary to the 
production of goods as are raw materials, wages, or good 
managers. 

Moreover, one who loans money is depriving himself 
of the use of that money for productive purposes. He has 
transferred the wealth-producing power of his capital 
to someone else. He is unable, temporarily at least, to 
use that money for the satisfaction of his own needs and 
desires. 

There is also an element of risk involved in lending. 
It is always possible that the borrower will not be able 
to return the money at the appointed time. For all of 
these reasons, a lender requires a certain amount of 
interest to make lending a worth-while and safe procedure. 
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Borrowing on a Line of Credit 

It was stated in a previous discussion of commercial 
banks that their foremost consideration is to supply the 
credit and currency needs of their regular business bor- 
rowers who have lines of credit with them. Only after 
these needs are satisfied does a bank consider lending the 
remaining funds through the medium of commercial 
paper, call loans, or longer-term securities. 

In considering variations in the interest rates on 
different kinds of credit, it seems logical to begin with 
this fundamental form of credit extension: loans made 
against lines of credit. Whenever a bank extends credit 
to business borrowers in this way, there is a close personal 
relationship between the bank and the business man. 
The business man arranges for the use of a definite amount 
of credit whenever the current demands of his business 
require more money than he can himself supply. The 
bank agrees to loan this amount whenever necessary, 
but requires of the business man a frequent and detailed 
report of the condition of his business and also that he 
keep his average bank balance above a certain figure. 

Interest on Lines of Credit Relatively Stable 

Such a close, almost personal, relationship between the 
bank and the business borrower builds up a regular 
clientele for the bank. The interest rate charged for this 
type of loan does not vary so widely or so sensitively 
as it would if there were a more direct competition between 
different banks to lend to the same borrowers. The 
competition between banks to make this type of loan 
rests largely upon the quality of the service rendered 
rather than upon a one-eighth of 1% lower interest rate. 
Changes in the rate of interest charged are therefore not 
sensitive to sudden changes in business conditions. More- 
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over, since there is no open market in which fluctuations 
in these rates are recorded, the data are difficult to obtain. 

A bank will often find that it has additional idle funds 
after all business customers have been accommodated. 
If it believes that this extra money will not be needed 
for a considerable length of time, it will probably invest 
some of the money in commercial paper. If it is believed 
that the money will be needed shortly, the granting of 
call loans will probably be contemplated. 

Commercial Paper 

Business men may borrow money through the sale 
of commercial paper, as well as against lines of credit. 
^^Commercial paper’’ refers to the promissory notes of 
business concerns. These notes are very similar to those 
used in establishing a line of credit. Commercial paper 
is almost always sold through a note broker, who receives 
a certain commission for his services. This type of 
borrowing, which business men may use to supplement 
their regular lines of credit, is therefore indirect. Because 
commercial paper is sold usually to banks which generally 
deal only with short-term credit, it seldom carries a 
maturity date more distant than six months. 

Since commercial paper is sold in the open market, 
there is not the close relationship between lender and 
borrower that exists under a line of credit. The open- 
market borrower enters a cold-blooded contract. There 
may be no extension of his loan. He must be prepared 
to pay fully on the date of the expiration of his loan, 
and is therefore forced to keep his finances in sound con- 
dition. Because of this necessity, banks often recommend 
that their customers resort to commercial-paper borrowing 
to supplement their regular lines of credit. The bor- 
rower, too, is eager to borrow in the open market when- 
ever possible, because in that way he is able to obtain 
lower interest rates. 
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Rates Sensitive to Changing Business Conditions 

There is no organized market for commercial paper. 
A few large commercial-paper brokers are in direct con- 
tact with both the banks and business borrowers. From 
them, financial newspapers obtain the going rate on 
various classes of commercial paper. Rates are well 
defined on each class of paper, because of the sharp com- 
petition among note brokers and because of the standard- 
ized methods used in classifying business borrowers. 

The rates are very sensitive to changing business condi- 
tions, because the open market is a market of surplus 
bank credit. Since there is no obligation on the part of 
commercial-paper buyers always to purchase a certain 
amount of paper, banks are quick to shut down on the 
supply of funds when their regular business borrowers 
require larger loans during times of business prosperity. 
On the other hand, in periods of dull business, banks are 
very anxious to employ their idle funds through the 
purchase of paper. As a result of the sharp changes in 
supply and demand of funds, interest rates on commercial 
paper are very sensitive to changing business conditions. 

Different Classes of Commercial Paper 

Commercial paper is classified according to both the 
industry in which the business is engaged and the standing 
of the borrower in that industry. Thus, New England 
mill paper has in the past habitually enjoyed a slightly 
lower rate than most other industries. In addition to 
this distinction, certain borrowers are classified as “prime” 
or “choice,” others as “good,” and so on, each class of 
borrower paying a slightly different rate for their loans. 

Before the establishment of the Federal Reserve System, 
the rates on longer-term credit — ^four to six-month com- 
mercial paper — ^were considerably higher than rates on 
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60 to 90-day commercial paper. This was mainly because 
of the added risk in those days of extending longer-term 
credit. The new banking system has largely remedied 
this situation, so that at present the interest rates on 
longer-term credits differ only slightly from short-term 
rates. In fact, in recent years four to six-month paper 
has gained in popularity over 60 to 90-day paper, both 
with the borrower and the bank. 

Reserve System Reduces Seasonal Variation 

The monthly average rates on 60 to 90-day “choice” 
commercial paper, as quoted by note brokers in New 
York, are shown in Chart 44 with the Dow Jones averages. 
Previous to the establishment of the Federal Reserve 
System, a sharp seasonal fluctuation in commercial-paper 
rates is evident. The rates declined after the early 
spring trade requirements of business men and planting 
requirements of farmers had been met, then increased 
rapidly into the fall months, reached a peak at the height 
of the “crop-moving” season in October, and remained 
at a fairly high level through the Christmas season. The 
Federal Reserve System in providing a more flexible 
credit system has minimized seasonal influences. The 
Harvard Committee on Economic Research has estimated 
that these seasonal variations have been reduced to one- 
half their former intensity. 

It is necessary, however, to continue to make seasonal 
corrections in the data if they are to be used for forecasting 
purposes. Not only have the figures been erratic in the 
past, but they are affected even today by seasonal in- 
fluences. The figures used here have been corrected by 
means of a moving average. 
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Commercial Paper in Relation to Stock Prices 

The interest rates on commercial paper fluctuate in 
ery definite cycles. There is a natural correlation be- 
ween these cycles and the loan-deposit ratio of com- 
mercial banks, since commercial-paper rates reflect 
lirectly the surplus credit of banks available to business 
sorrowers. When banks are increasing their loans, the 
upply of money which may be invested in commercial 
laper is reduced and the interest rate on this type of 
Dan rises. When the loans of banks are declining, as 
hown by a falling loan-deposit ratio, there is more 
money available for the purchase of commercial paper, 
nd the rates fall. The commercial-paper curve thus 
)ears the same relation to the stock market as the loan- 
leposit ratio curve. In both cases, when the moving 
average falls, stock prices are usually rising; when the 
noving average rises, stock prices are usually falling. 

Several theories of the relationship between com- 
nercial-paper rates and stock prices have been advanced, 
)rominent among which are those of the Harvard Eco- 
lomic Service and Colonel Leonard P. Ayres. The 
Parvard Economic Service a few years ago discovered 
hat after correcting the figures for seasonal variations, 
i rise of li% in the rate on commercial paper, when 
msiness activity was increasing, generally indicated a 
;ood time to sell stocks; a decline of li% in the corrected 
igures, accompanied by declining business activity, 
isually marked a good period in which to buy stocks. 
[Colonel Ayres advanced the proposition that when com- 
nercial-paper rates are above 4^% — a long-term average 
•ate — security prices are usually falling; below 4§% 
:ommercial paper, stocks are usually rising. Both these 
dieories seem to work out very well as barometers of the 
itock market. 
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Moving Average as a Forecaster 

A twelve-month moving average of commercial-paper 
rates, taken to represent the figure for the twelfth month, 
bears an interesting relationship to stock prices. Because 
of the fact that the moving average is so constructed that 
it usually moves at a later date than the actual figures, 
it appears that stocks would usually have been a good 
buy when the moving average of 60-90-day commercial 
paper began to decline. The most advantageous point 
at which to sell stocks was not so easily determined, 
but after some experimentation, it seemed that on the 
whole it would have been best to sell stocks after the 
moving average had risen 6% from a low point. That is 
to say, if at the low point the moving average of com- 
mercial-paper rates had been 3%, when the moving 
average had risen to 3.18% it would have been a good 
time to sell stocks; if the low point had been 5%, it 
would have been wise to sell stocks when the moving 
average had risen to 5.30%. 

When the moving average of commercial-papeir rates 
indicated a rising stock market, according to the above 
inteTpVetation, the Dow Jones stock averages are shown 
in black; when a falling stock market was indicated, the 
averages are shown by a light line. By following this 
line across the chart, it is obvious that in spite of several 
exceptions caused by the erratic fluctuations of rates 
during the early part of the period, this barometer would 
have served as a remarkably accurate guide. 

Prejudice Against Stock Exchange Loans 

There are other kinds of short-term loans which banks 
consider after the credit needs of business patrons have 
been accommodated. When they find no other immediate 
need for their surplus funds, banks lend money against 
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stock and bond collateral. Although stock brokers need 
money to finance current operations just as other business 
men do, the prejudice against stock market operations 
has been strong enough to make this form of loan the 
medium of last resort when the bank has surplus funds. 
And Stock Exchange loans are called in great volume 
when business demands additional funds. 

When the stock market is high, brokers need more 
money to transact business. But stock prices rise and 
fall with business activity; so that when the stock market 
is high, business is also active, and funds will be with- 
drawn from the market just when they are most needed. 
Because of this lack of sympathy between demand and 
supply of funds for Stock Exchange purposes, interest 
rates on brokers’ loans fluctuate widely. 

Federal Reserve an Indirect Aid to Brokers’ Loans 

The width of fluctuations of call-money rates has been 
considerably reduced since the establishment of the 
Federal Reserve System. While the new banking laws 
still do not provide any means whereby member banks 
may rediscount notes of stock brokers directly at the 
Reserve Banks, member banks may rediscount the notes 
of their business customers and then turn around and 
lend the funds thus obtained to stock brokers. Rates 
on brokers’ loans are therefore indirectly affected by the 
employment of facilities offered by the Reserve Banks. 
If the Reserve Banking laws provided for the direct 
rediscounting of brokers’ loans, as is done by the Bank of 
England, fluctuations in call rates would probably be 
even smaller and would resemble commercial-paper rates. 

Notwithstanding this discrimination against call loans, 
fluctuations in rates have been reduced to about one- 
quarter their former magnitude. Whereas rates mounted 
at times as high as 125% before the establishment of 
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Federal Reserve Banks, rates since have not risen higher 
than 30%, even during the most critical years, 1920 and 


1921. 


Liquidity of Stock Exchange Loans 

Thus, our law-makers have been slow to recognize the 
important part that the liquid feature of brokers’ loans 
plays in the financial system. The banker, however, is 
forced to a realization of the value of liquid loans, for 
only through call loans is he able to lend sums of great 
size which are callable upon demand. Several billions of 
dollars are constantly being loaned against Stock Exchange 
collateral. Approximately 40% of this money comes 
from New York banks, and about an equal proportion 
from banks outside New York City. The remaining 
20% is loaned by large financial corporations, such as 
insurance and business corporations, or railroads with 
large cash reserves which they wish to employ profitably 
in a liquid loan. Call loans are infinitely more important 
to the banking structure of the country than is popularly 
supposed. By means of them, banks and other large 
lenders can find instant employment for almost unlimited 
amounts of surplus money. And the most important 
feature of such loans is that they may be retired at any 
time the lender needs the money. 

Collateral Required Against Brokers’ Loans 

Call loans are famous for their safety. A generous 
margin is demanded between the market value of the 
collateral and the amount of the loan. Collateral for 
brokers’ loans usually consists of stocks and bonds being 
held by brokers on margin for customers, or securities 
owned by the brokers. Such collateral usually has a 
ready market and may be sold immediately if it appears 
that the loan cannot be paid. 
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Requirements for stock and bond collateral against 
brokers’ loans vary with the condition of the security 
markets. Lenders as a rule are generally satisfied with 
“mixed collateral,” that is, securities of both industrials 
and railroads as against “all industrial” securities. 
Occasionally loans are made against “all rail” collateral, 
bankers favoring these over “all industrial” because the 
market for railroad securities has been more steady over 
a number of years, and it is easier to realize upon the 
collateral should occasion demand. Whatever the col- 
lateral, bankers make a practice of studying the market 
carefully when making loans. They will often refuse to 
lend against stocks which have had sensational rises. 

There are two types of brokers’ loans: call loans and 
time loans. Call-loan rates depend upon the day-to-day 
supply of money available to brokers; and time-loan rates, 
since time loans are not callable upon notice, depend upon 
the more stable factors affecting the demand and supply 
of Stock Exchange funds over a period of time. The 
amount of money loaned on call fiuctuates much more 
widely than money loaned on time. In an active market 
the amount of call loans outstanding will increase rapidly, 
because this type of loan is employed in day-to-day 
speculation. As a result, sometimes there are 50% more 
call loans outstanding than time loans, while at other 
times there may be 100% more, depending on the activity 
of the stock market. 


Time Loans 

A broker negotiates a time loan only when he can 
estimate his credit needs for a considerable time ahead. 
Time loans are usually made for 60 or 90 days or for four 
to six months, although they are sometimes made for 
periods of nine months or a year. This type of loan is 
never made in the money market on the floor of the 



238 FORECASTING STOCK MARKET TRENDS 

Exchange, but is transacted between the broker and a 
bank or between the broker and a money broker who 
represents a bank or other lender. Time loans usually 
are made under a contract which covers the full details 
of the loan and which is not subject to revision. The 
borrower must gjve the lender a note, and the collateral 
to be deposited is specified in detail. Interest rates on 
time loans fluctuate less sensitively than rates on call 
loans, and more sensitively than commercial-paper rates. 
Since both call-loan rates and commercial-paper rates are 
considered here in detail, a close examination of time- 
money rates will not be undertaken. The other two types 
of loans will better serve the purpose. 

Effect of Call Rates Often Exaggerated 

Call loans are most spectacular in their movements. 
Since the call-money market is the last resort when banks 
feel the pressure of surplus funds, and the first to feel 
a drain when the demand for credit increases, call-money 
rates reflect most sensitively the changes in business and 
stock market conditions. From a stock market point of 
view, however, the prominence which is given fluctuations 
in call-loan rates by newspapers seems to exaggerate the 
value of those data. Fluctuations in call-loan rates 
often signify a change in general banking conditions, which 
will sooner or later affect the stock market; but often, 
too, fluctuations occur merely because of the peculiar 
methods used by the New York banks in granting and 
recalling funds from the call-money market. 

Old Method of Negotiating Call Loans 

Before the war, call loans were negotiated at a “money 
post” on the floor of the New York Stock Exchange. 
A regular crowd of Stock Exchange members specialized 
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in buying and selling call loans at that post in much the 
same fashion as stocks are bought and sold at their 
different posts. Banks or other lenders would notify 
a Stock Exchange member of the amount they wished to 
lend. The broker would place the loan at the money 
post and communicate the name of the borrower to the 
lender. Lender and borrower would then come together 
to negotiate the loan. 

If the loan was called before the broker’s needs were 
satisified, it was necessary for him to arrange another 
loan at the money post. Before the first lender would 
release the collateral which had been placed with him as 
security, it would be necessary for the broker to present 
a certified check as payment for the first loan. 

The terms of a call loan require that the rate of interest 
be revised each day. When loans were carried over from 
one day to another without being terminated by either 
lender or borrower, it was customary to use the “renewal 
rate.” The renewal rate was the average rate at which 
the first few million dollars of new call loans were placed 
at the money post just after the Stock Exchange opened 
each day. Unless either borrower or lender expressed 
dissatisfaction, this new rate was accepted as the interest 
rate for the day. 

Changes in Call-Money Market 

It was necessary to change the call-money market 
procedure somewhat during the war, because the extreme 
scarcity of funds necessitated the “rationing” of credit 
to both brokers and business men. At the same time, 
the government had some extremely difficult financing 
to do, which would have been greatly hindered by high 
call-money rates. A “Money Committee” was therefore 
organized to deal with the situation. The committee 
investigated both the credit needs of the Stock Exchange 
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and the resources of New York banks. - Each bank was 
held responsible for a certain amount of call loans, so 
that stock brokers were assured reasonable amounts of 
credit when needed. A “money desk,” at which the 
clerical work involved in the handling of call loans was 
done, replaced 'the money post on the floor of the Stock 
Exchange. 

The system in use at the present time has not been 
changed radically from the methods used during the 
war. Today there are clerks at the money desk who 
keep records of the demand and supply of call money. 
These clerks introduce lenders and borrowers and attend 
to the details of the loans. The current call rate, or the 
rate of interest charged on the most recent loan nego- 
tiated, is posted at the money desk. The rate fluctuates 
erratically, sometimes changing several times in the 
course of a day. 

It is necessary, as under the old system, to set a rate 
at which loans not terminated may be renewed each day — 
a rather important item, since approximately 95% of 
all call loans outstanding are renewed daily. The renewal 
rate under the new system is decided shortly before eleven 
o’clock each morning by the Stock Clearing Corporation, 
except on Saturday, when the renewal rate fixed on 
Friday holds good for over the week-end. This organiza- 
tion has complete records of all loans negotiated, by 
means of which they are able to determine a fair renewal 
rate. In addition, the opinions of large lenders and bor- 
rowers are solicited, a combination of opinions which has 
proved very helpful. 

Call Rates Forecast Commercla.l-Paper Rates 

Call-money rates since 1890 are shown in Chart 45 
with the Dow Jones averages. There are such sharp 
seasonal variations in call rates that it is necessary to 
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correct them for seasonal variations. If the moving 
average of call money is compared with that of com- 
mercial-paper raters, it will be evident that the trend of 
call rates generally changes several months before com- 
mercial-paper rates do. This is a very useful situation, 
since it has already been seen that commercial-paper 
rates are closely allied to stock market trends. Here, in 
the moving averages for call loans, is a barometer which 
can forecast changes in commercial-paper rates. 

Forecasting the changes in commercial-paper rates, 
however, seems to be the principal value of call money. 
Call rates are erratic in their fluctuations and do not 
seem to be directly linked up with stock trends. But 
the moving average of call money is a useful precursor of 
changing commercial-paper trends, and in this way is 
indicative of the future levels of stock prices. 



Chapter XVII 

Bond Yields 

I T was not until centuries after business had been 
giving and receiving interest on loans that the 
practice was accepted by governments as a necessary- 
institution. The principal reason for this delayed ap- 
proval was probably the fact that the practice of 
usury, as interest was called, was greatly abused. Loans 
were made for the most part to private individuals in 
immediate need of funds. Borrowers were usually timid, 
ignorant, and anxious for privacy, and were willing to pay 
any amount of interest. As a result, professional lenders 
demanded extortionate rates, and interest was prohibited 
by law. 

Money lending could not be thus easily abolished, 
however, and gradually gained in public favor, for the 
borrowing of funds became increasingly necessary as 
business methods grew more complex. Interest first 
originated in Babylon, one of the earliest civilizations. 
Later on in the history of civilization, a Hindustan 
father would pledge all his worldly goods in order to 
have his daughter married in state. The Phcenicians 
exhibited a shrewd sense of the business possibilities of 
money, using loans to finance ships. In Greece, -with its 
rapidly developing civilization, interest rates soared to 
great heights. The Romans at first opposed the taking 
of interest, but it was in Rome later that money lending 
first enjoyed the sanction of law, although subject to 
strict regulation. 

Governments Forced to Borrow at Interest 

Finally the point was reached when governments 
themselves found it necessary to borrow money at interest. 
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At first governments had been supported by taxes from 
their subjects and by the spoils of war. Plunder followed 
conquest, and victorious warriors were able to return 
with booty of great value, which allowed their govern- 
ments to rule with a lavishness unapproached in modern 
times. 

Worth-while war prizes grew scarce, however, as time 
went on. Governments were forced to levy more severe 
taxes upon the people. Nor did the rapid increase in the 
costs of running a government lighten the burdens of the 
exchequer. Rather than incur the indignation of their 
people by levying direct taxes, governments resorted to 
vending justice in the open market, levying arbitrary 
fines, imposing arbitrary taxes, controlling commerce, 
creating corporations and monopolies at will, seizing 
the treasure of monasteries and churches, demanding 
loans from certain individuals, pawning the jewels of the 
crown, and other similar methods of obtaining revenue. 

The need for funds was especially urgent in times of 
war. A military campaign no longer yielded booty 
enough to pay even the expenses of the campaign, and 
governments had to turn to borrowing at interest. 


The First Government Loan 

The Venetians were the first to create a national debt 
as a solution for government financial problems. Prom- 
inent citizens were called upon to lend money to the 
government. They were made creditors of the govern- 
ment and were paid 4% interest on the money borrowed. 
Venice was in this manner able to increase her credit 
standing and political power tremendously. 

Other countries soon realized the advantages of nego- 
tiating loans of this sort. When the Florentine Republic 
experienced a deficiency, it borrowed money at 5%. The 
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Dutch, under the direction of the Spanish Jews, established 
a national debt which permitted an expansion of com- 
merce and a colonial development which made Holland 
the envy of the rest of the world. 

England Establishes a Permanent Debt 

When a Hollander was called to sit upon the English 
throne, he brought with him the device which had pro- 
duced such remarkable results in his native land. England 
first adopted the policy of acquiring an interest-bearing 
permanent government debt by issuing negotiable bonds. 
The English found a market for these new securities in a 
rapidly increasing middle class of traders and merchants, 
whose resources were beginning to exceed their expendi- 
tures and who were seeking a profitable form of invest- 
ment for their surplus funds. These government loans 
were so very popular with the new investors that they 
furnished money far in excess of any previous method of 
government financing. 

Governments had at last discovered a class of investors 
who could furnish enormous sums for the execution of 
government projects, investors who preferred long-term 
loans to short-term loans. In fact, the investors were 
so desirous for long-term loans that the French and 
English governments issued bonds without maturity 
dates, debts which never become due. To safeguard 
these investors the tenet was established which is the 
only 'basis upon which governments, or for that matter 
any other borrower, can continue to sell bonds today: 
“That under every form and phase of circumstance, in 
the darkest hour of gloom as in the proudest moment of 
grandeur, the inviolable faith of the borrower must be 
preserved for the public creditor.” 
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Industry also Turns to Investing Public 

It was not long after the discovery by governments of 
this means of raising money that the Industrial Revolution 
began with the inventions of the spinning jenny, steam 
engine, cotton gin, steamboat, and the railway locomotive. 
The rapid industrial progress of those times required 
immense sums of money. It was impossible for one 
individual to furnish sufficient funds to construct a rail- 
road. Private industry under the tutorship of govern- 
ments, at this point began to regard the investor as a 
logical source of capital. 

The problem of financing a business enterprise was 
quite different from that of financing a government, 
however. A government is not run for profit, but to 
protect the governed. Its only source of income is the 
taxes collected from the people. There are no profits 
derived from running a government which can be shared 
with the investor. Thus a government can issue bonds 
only in return for loans. 


Business Concerns First Sold Common Stock 

A private business enterprise, however, is run for 
profit. Before the advent of the factory system, a man 
had owned his shop, had furnished the capital with which 
to run it, and the entire profits were his. The develop- 
ment of large-scale production had meant factories, great 
numbers of workers, and a correspondingly large amount 
of capital. It was usually beyond the resources of a single 
individual to finance a factory of any great size. In 
order to obtain sufficient money, it was necessary for a 
number of people to combine their savings into one large 
sum. However, these larger concerns were run for profit 
just as the smaller ones had been. It was logical, there- 
fore, for all those who had invested in the business to 
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receive a share of the profits. Whereas governments 
were limited to the sale of interest-bearing bonds, because 
they could not offer the incentive of profit sharing, the 
first business concerns were able to sell common stocks 
whereby each investor was entitled to a share of the 
profits. 


Certain Investors Wanted Bonds 

Industrial concerns soon found that they, too, could 
sell bonds to advantage. Governments had so educated 
people that many preferred this type of security with its 
definite, guaranteed income to common stocks. Investors 
seemed especially to prefer mortgage bonds, if the prop- 
erties of a company were located at some distance away. 
They were willing to become owners in companies which 
were near at hand and which they could watch more 
carefully; but they would rather become creditors of 
companies which they knew less about. As long as some 
investors were assured that their bonds were well secured, 
they were often well satisfied to leave the fortunes of 
unfamiliar companies to others. 

The Industrial Revolution has made it possible for an 
increasingly large proportion of workers to produce more 
wealth than they can consume. The surplus is either 
deposited in savings banks or trust companies, who in 
turn invest it in stocks and bonds, or it is invested 
in securities directly. During the past few centuries 
the increase in the amount of capital available for invest- 
ment has been tremendous, because as the efficiency of 
the industrial system increased, the earning capacity of 
the individual has also increased. On the other hand, the 
demand for funds has also increased, since the develop- 
ment of each new invention required additional investors’ 
capital. 
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Demand for Capital Varies Widely 

The demand for capital is more variable than the 
supply, since during periods of depression new projects 
will rarely be undertaken and all expansion will be cut to 
a minimum, whereas the savings of investors are not cut 
so abruptly or to such extremes. Since the demand for 
capital is never in exact accord with its supply, but is 
constantly varying one way or the other, it follows that 
the price paid for capital, the interest rate, will vary also. 

The practice of saving and investing by large groups of 
people was originated about the same time that industry 
was undergoing a complete reorganization. At this time, 
business first showed a tendency to prosper and decline 
in rather definite cycles. It was natural, therefore, that 
many of the innumerable theories which tried to explain 
the business cycle, accredited the cyclical movement in 
business to the new system of financing enterprises. 
Further study has convinced modern economists that 
business cycles are caused by many influences other than 
these variations in the demand and supply of investment 
funds. 


The Bondholder’s Chief Interests 

The investor today must decide whether he will be a 
part owner or a creditor of a concern, whether he will 
purchase stocks or bonds. If he buys stocks, his fortunes 
will vary directly with the fortunes of the business. If 
he owns bonds, his fortunes are only indirectly affected 
by conditions within the business. His only concern 
in that case will be to make sure that the financial stand- 
ing of the business is sound enough to insure the payment 
of interest on his bonds, and the final repayment when 
the bonds fall due. 

The bondholder’s fortunes are affected by influences 
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outside the scope of the individual companies’ activities, 
however. His investment and his return are a fixed 
number of dollars. If the value of the dollar rises or 
falls, the bondholder will make or lose money; a falling 
cost of living will benefit the bondholder, while a rising 
cost of living will mean a loss to him. 

Occasionally it is possible to predict the future trend 
of commodity prices. It was not difficult, for example, 
for economists to forecast a rising cost of living when the 
discoveries of gold in California and Australia flooded 
the world with gold after 1850. The rise was much less 
than expected, however, and the downward trend which 
became apparent after 1873 was a distinct surprise to 
most economists. After 1900 authorities were correct 
in predicting a rising cost of living, but ten years later 
opinions again began to vary. Since then the future 
trend of prices has been difficult to predict. If professional 
economists are thus balked by the conditions affecting 
price levels, how much less accurate will be the guesses 
of the average investor! 

Inclined to Accept Current Rates 

Yet the trend of the cost of living is of primary impor- 
tance to every bondholder, not only because a change 
will affect the purchasing power of his investment, but 
also because the trend of commodity prices has a pro- 
nounced effect in raising or lowering the prices of long- 
term bonds. The fact that interest rates are low when 
living costs are low, and high when living costs are high, 
has led many to believe that when commodity prices 
rose, bond investors demanded more interest to com- 
pensate for the loss in purchasing power of their principal; 
when commodity prices dropped, investors were content 
with a smaller return because their purchasing power was 
increasing. Changes in interest rates can hardly be 
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attributed to such changes in the frame of mind of the 
investor, for it is well known in investment circles that 
investors will accept the current interest rates without 
a great deal of questioning. 

It is likely that changes in interest rates are due more 
to fluctuations in the demand for funds than to changes 
in supply of funds. For when commodity prices rise, 
it is necessary for borrowers to obtain larger sums of 
money to finance current operations and expansions; 
when prices fall, less money is needed. The increased 
demand for funds when prices are high, raises the interest 
rates on borrowed money; the smaller demand when 
prices have fallen, leads to smaller demand for investment 
funds and lower interest rates. Thus, instead of investors 
demanding higher yields in their money to compensate 
for the increased cost of living, it seems that higher 
interest rates result from the increased demand for funds 
which arise because of the higher costs of doing business. 
This increase is not paralleled by a corresponding increase 
in the supply of investment funds. The reverse of this 
situation occurs when the cost of living falls. 

Bond Yields Fluctuate Widely 

The yields on four different classes of high-grade bonds 
as computed by the Standard Statistics Company are 
shown in Chart 46. Municipal bonds have long enjoyed 
a preferred position with investors, high-grade railroad 
bonds have carried a slightly higher yield, while industrial 
and public utility bonds show the highest yields. 

Bond yields are of course the reverse of bond prices. 
If a long-term bond paying interest of $S is bought for 
$100, the yield is of course 5%. If the same bond can be 
purchased for $50, the yield will be 10% — ignoring the 
maturity date factor. Thus the yield on bonds fluctuates 
inversely with the price. 
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The yields of each group show fluctuations which cor- 
respond to the movements of general business; although 
at certain times, as in 1907, and again from 1917 to 1920, 
these cyclical variations are much more pronounced than 
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at other times. In 1907 the wide fluctuations were due 
chiefly to the financial panic of that year, which naturally 
raised the prices of all investment capital far above usual 
levels. In the years from 1917 to 1920, however, the 
sharp rise in bond yields was due to two influences: first, 
the general level of commodity prices was inflated by 
war-time conditions and, second, the government, through 
its enormous bond issues, had drained the country’s 
resources of investment capital. The sharp decline in 
prices during 1920 and 1921, as well as the fact that the 
government no longer needed enormous sums of money, 
caused a decline in bond yields which is reflected in each 
of the four groups shown on Chart 46. 

The chart shows that the trend of yields on the different 
classes has not been the same. Public utility bonds, 
which in 1905 were selling to yield less than 4.5%, yielded 
alm ost 7% in 1920, an increase of over 56%. Railroad 
bonds also increased over 56%, yielding 3.9% in 1905 
and 6.11% in 1920. Municipal bond yields rose to 
5.2%, from 3.4%, an increase of 53%. Industrial bonds, 
however, increased only 38% — ^from 4.5% to 6.2%. 
The apparent inconsistency of industrial bonds is 
important. 

Commodity Price Changes Affect Bonds Differently 

The general decline of bond yields and the rise of bond 
prices during the years from 1905 to 1920 were due to 
the rising cost of living, which increased the demand for 
investment funds because of the increased expense of 
conducting business. Advancing commodity prices tend 
to raise the yields on all kinds of bonds. 

Industries themselves, however, are diversely affected 
by rising commodity prices. Whereas industrial con- 
cerns are free to raise the prices of their products to keep 
pace with the increase in the cost of doing business, both 
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railroads and public utilities are restricte,d by public 
rate-making commissions to such an extent that it is 
often impossible for them to keep pace with operating 
expenses. The profits of rails and public utilities will 
naturally fall during periods of rising prices, and the 
risk involved in holding their bonds will therefore increase. 
Industrial concerns, on the other hand, are able to make 
the same profit or actually increase profits during such a 
period, and their bonds will enjoy relatively a better 
position in the bond market than those of railroads and 
public utilities. 

The common stocks of rails and public utilities are 
also affected by rising commodity prices. Stock equities 
of both rails and utilities suffered greatly from 1905 to 
1920, when commodity prices rose rapidly; since then 
they have shown sharp upward trends as commodity 
prices declined. Investors in railroad or utility securities 
cannot afford to ignore the influence of the trend of com- 
modity prices upon their companies. 

Increase in Yield on Municipals 

Although municipal bond yields increased between the 
years 1905 and 1920 almost as much as either rails or 
public utilities, most of that rise took place before 1910. 
Since then, the trend has been similar to industrial bond 
yields. The trend of municipals is probably explained 
by the fact that local governments borrowed heavily 
during those earlier years. This not only increased the 
supply of such securities in the market, but the ease with 
which local governments obtained loans often led to 
unwise credit extension to certain municipalities. Inves- 
tors apparently arrived at the conclusion after 1910, that 
the risk on municipal securities was greater than was 
generally supposed. 

In studying the commercial bank, it was found that 
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short-term interest rates were most significant. The 
interests of the investment banker, who deals in stocks and 
bonds, are concerned especially with long-term interest 
rates. The relation between short-term and long-term 
credit is a close one, however, because when business is 
prospering there is a demand for both long and short- 
term loans; when business is poor, the demand for both 
declines. Both types of loans are directly dependent 
upon the savings of the general public, which increase 
and decrease with business conditions. 

Interest rates on 60 to 90-day commercial paper fluctu- 
ate similarly with bond yields, although the fluctuations 
of the former are more pronounced. Long-term bond 
yields move a few months later than the yields on short- 
term notes, a characteristic which makes them less useful 
in stock-market forecasting. 

Bond Prices Usually Fall Before Stock Prices 

Since there are no sharp fluctuations in bond yields, 
it is not necessary to use a moving average. The actual 
figures of yields on all four groups of bonds generally 
begin to rise some months before stocks begin a major 
decline. This means then, since bond yields are bond 
prices reversed, that the market prices of high-grade 
bonds, such as are included in these four groups, will 
begin to fall shortly before a bear market in stock begins. 
Thus, the data corroborate the generally accepted theory 
that the bond market precedes the stock market. 

The facts, however, do not confirm the theory at the 
other extreme. It is also generally believed that during a 
period of business depression, high-grade bond prices com- 
mence to rise before the general stock market, “because 
there is less doubt concerning the security of interest and 
principal invested in high-grade bonds than in stocks.” 
The data take exception to this theory by indicating 
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that the general stock market begins an upward swing at 
the same time that high-grade bond prices rise. The 
chart proves that, as a rule, when bond yields have fallen 
in the past — ^when bond prices have been rising — the 
stock market has also risen concurrently; when bond 
yields have begun to rise — ^bond prices fall — a decline in 
stock prices has usually followed a few months later. 

Precautions in Buying Bonds 

These data showing bond yields for a period of more 
than twenty years indicate the most advantageous times 
at which to invest in bonds. Changes in commodity 
prices, financial panics, and wars will make a material 
difference to the bond investor; but they are very difficult 
to forecast. If the investor has good reason to believe 
that commodity prices will rise over a period of years, or 
if a war or other cause indicates that a period of price 
inflation is ahead, he will do well to withhold his funds 
from long-term bond investment, for, if the predictions 
come true, the prices of those securities will surely fall. 

It is also important for the bond investor to know in 
which phase of the business cycle an investment is made. 
If he invests when businss conditions are dull, bond yields 
will be high; if business is ptosperous, bond yields will be 
low. Bonds which yield 5% on his investment when 
business conditions are dull may yield 4.5% or less when 
business is prosperous. 

One theory of investment contends that the investor, 
in order to take full advantage of the cyclical swings of 
business, should invest in high-grade, long-term bonds 
during periods of prosperous business and withdraw his 
funds during business depressions to reinvest them in 
common stocks. This contention is based upon the 
belief that bond returns increase as business conditions 
decline, while stock prices rise as business conditions 
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improve. If this plan worked out, the investor could 
always keep his capital invested in securities which were 
rising in price, and in this way he would be continually 
adding to his capital. The true situation, however, is 
made obvious by charting bond yields with stock prices. 
The statistics do not support this plan of investment, for 
stock and bond prices tend to rise and fall together. 

Advantage of Investing in Short-Term Securities 

It is often wise to invest in short-term notes or bonds 
when the stock market is high, since the nearness of their 
maturing date prevents the price of these securities from 
declining very far. For instance, when a bond, due in 
fifty years, paying 5%- interest, sells to yield 5%, the 
price is $100; but when it sells to yield 10.074%, the price 
has declined to $50. Now, if the same bond were due in a 
year, when yielding 5% it would sell at $100, and it could 
not possibly fluctuate very far from this level, provided, 
of course, that there was no doubt regarding the payment 
of the principal when the bond fell due. Therefore, while 
it does not seem wise for an investor to shift his capital 
from common stocks to long-term bonds when he thinks 
the stock market is too high, it is safe for him to invest 
in short-term notes or bonds at such times. 

Volume of New Securities Issued 

The volume of new securities issued is closely related 
to stock prices. These monthly figures have been com- 
puted since 1907 by the “New York Journal of Commerce.” 
Both stocks and bonds are included in this index, which 
is based as far as possible upon the prices at which the 
securities are offered to the investor. The “Journal of 
Commerce” does not attempt to record every new issue, 
but merely enough to indicate month-to-month variations 
in the amount of securities issued. 
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The actual figures are extremely erratic. They have 
been corrected by a moving aterage shown in Chart 47. 
With the fact in mind that a moving average, centered 
on the twelfth month as this one is, will ordinarily move 
about five months later than the actual figures, it will be 
evident from the chart that the volume of new securities 
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CHART 47 

issued follows the trend of the stock market closely, rising 
sharply when stock prices are high, falling sharply when 
stocks are low. 

Data showing new stock and bond issues monthly, 
classified in many different ways, are being compiled at 
present by both the “Journal of Commerce” and the 
“Commercial and Financial Chronicle.” Although the 
data are not yet available over a long enough period of 
time to be of any great value, it is possible that in the 
future some interesting relationships will be observed 
between the proportion of stocks issued in relation to 
bonds when business optimism is at its height in a period 
of prosperity, and the relation between the two when 
business is depressed and investors are more cautious. 



Chapter XVIII 


Stock Averages and Indexes 

T he origin of stock markets can be traced back to the 
beginnings of colonial development hy European 
nations. At that time the question of how best to 
regulate trade between colonies and the mother country 
was a serious problem confronting the empire-building 
European governments. At first, home merchants were 
allowed to trade with the colonies without restriction, 
but it soon became apparent that a few traders could 
prejudice an entire colony against the mother country 
by their unscrupulous dealings. 

In order to safeguard the best interests of all engaged 
in foreign trade, ^Vegulated’^ companies composed of all 
merchants engaged in colonial trade were formed. Upon 
paying a nominal fee a merchant was licensed to trade 
with a specified colony. He traded with his own capital 
and all profits belonged to him. Each member was sub- 
ject to the rules of the company, and was thereby pro- 
tected against any unprincipled dealings of one of his 
countrymen. Through these ^^regulated^’ companies the 
government was able to regulate trade and to insure to 
some extent the good will of its colonies. 

Permanent Capital Needed 

The ^^regulated company’^ proved ineffectual in several 
respects, however. The individual members had no 
financial interest in the company itself beyond the pay- 
ment of their initiation fee. They were primarily inter- 
ested in their own immediate profits, with the result 
that in times of adversity, when capital was needed most, 
members would withdraw their capital and use it where 
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profit opportunities seemed brighter. Governments soon 
discovered that a closer form of organization was needed, 
and to attain this end a new type of company was formed 
which would have a permanent stock of capital. In this 
new company, capital was supplied by a large number 
of people and was left permanently in the enterprise. 
The management was put in the hands of the most capable 
traders, who ran the company for the best interests of all. 

The “joint-stock company” obtained its capital by 
creating shares of stock which could be sold to anyone, 
whether or not he knew anything about the details of 
that particular business. While the new investor class 
seldom understood the details of the business, they were 
protected by being able to vote for company officials of 
their own choice. Despite a great deal of incompetence 
and corruption in these early companies, they attracted 
amounts of capital large enough to permit the extension 
of the governments’ commercial interests to a much 
further degree than ever before, an accomplishment which 
materially aided the execution of a definite foreign policy. 
In the United States, Virginia was founded by a joint- 
stock company; Massachusetts was developed by one. 

OlUGIN OF THE FiRST StOCK MaRKET 

When first organized, the joint-stock companies imposed 
strict limitations upon their investors. The “English 
Company of Adventurers,” for instance, required the 
consent of a majority of members before any rights to 
share in the enterprise could be transferred. It soon 
became evident, therefore, that if the company’s rules 
were changed so that the shares could be transferred at 
will, it would be much easier to obtain capital from 
investors. When this was accomplished, a market was 
created where stock-jobbers might deal freely in the new 
transferable shares. In this forerunner of the modem 
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stock market, current prices were quoted, and the opportu- 
nity for speculation in stocks revealed itself for the first 
time. 

The number of stocks whose prices were currently 
quoted increased with the growth of industry. The first 
stocks were those of colonial development companies, 
but soon other joint-stock companies were formed. In 
1719, Law’s Louisiana Company was formed in France, 
with the purpose of providing financial aid to the French 
government. Millions of notes, represented by a varied 
enough list of securities to supply a modern stock board, 
were issued against the company’s entire holdings in the 
Mississippi Valley. The speculative mania which followed 
the formation of this company caused the first bull market 
in stocks. The prices of securities in the Louisiana Com- 
pany skyrocketed until the bubble burst. 

When the Mississippi Company was first organized, 
its apparent success led to the organization of the South 
Sea Company in England, whose purpose, similar to that 
of Law’s company, was to redeem the government debt. 
The English were eager to invest, and the mania of specu- 
lation did not confine itself to the stock of the South 
Sea Company, but spread to all available forms of securi- 
ties. As a result, many new companies were incorporated, 
whose stocks greatly added to the number of securities 
available for speculative trading. 

A Measuring Stick Needed 

During the two centuries since the first stock market 
was originated, the number of stocks quoted in the open 
market has increased with each new commercial enter- 
prise. The business of stock speculation received its most 
powerful impetus, however, from the Industrial Revolu- 
tion, which created thousands of new companies requiring 
far more capital than had ever before been needed. With 
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the Industrial Revolution, too, recurrent periods of busi- 
ness prosperity and depression first became evident; and 
since the prices of stocks were vitally affected by these 
changing business conditions, investors and speculators 
soon found that bull and bear markets deserved careful 
study. 

The rapid increase in the number of stocks in the market 
soon made it impossible to follow the movements of 
each individual stock, and often the diverse fluctuations of 
different stocks would obscure the general trend of the 
market. In order to get a clear picture of the entire 
market, Dow, Jones & Company in 1884 first computed 
an “average” price of a number of stocks. By averaging 
each day the prices of several representative stocks, it 
was possible to see clearly what the general market was 
doing. 

As time went on and a number of revisions were made 
in the stocks used in the “averages,” it became evident 
that Dow Jones had discovered a very useful device, 
and many other averages were started as well as more 
elaborate indexes calculated to measure different phases 
of stock prices. Since foregoing chapters have been 
devoted to a study of stock market trends, it is essential 
now to examine the various devices which may be used to 
measure these trends. Perhaps this can most easily be 
done by comparing commodity prices, with which every- 
one is more or less familiar, with stock prices. 

Differences between Stocks and Commodities 

Professor W. C. Mitchell points out that business 
enterprises are more like men than like commodities. 
Whereas commodities are produced, consumed, and 
produced again, business enterprises have a continuous 
life, during which it is possible for them to undergo great 
changes. Thus, while the price of a commodity represents 
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the cost of a definite, unchangeable article, the price of a 
stock represents the cost of a share in a business which is 
essentially a variable unit. The company’s physical 
property, security holdings, indebtedness, leases, expenses, 
earnings, financial affiliations, relations to governmental 
regulating commissions, and hundreds of other integral 
parts of the business are at all times subject to changes, 
which naturally affect the value of its securities. 

Stocks are “variable fractions of variable wholes” ; and 
fluctuations in the price of a stock are due to changes 
within a company, an industry, and in the condition of 
general business. Thus it is said that, when comparing 
pig-iron prices in 1900 with pig-iron prices in 1920, one is 
dealing with like things; but when one compares the stock 
of a company in 1900 with the same share of stock in 1920, 
it is like comparing the price of pig iron in 1900 with the 
price of automobiles in 1920. 

Stocks enjoy many advantages over commodities from 
the standpoint of measuring price fluctuations, however. 
The stock market is more highly organized and central- 
ized than the commodity markets. Since the things 
quoted are uniform, quotations always apply to identical 
units. In addition, the prices of a larger number of 
stocks, in proportion to the total number in existence, 
are quoted than is possible when dealing with commodities. 

Need for More Stock Averages 

As time went on, the utility of the Dow Jones averages 
was more widely recognized. And as the rhythmical 
movement of stock prices was made evident by the fluctua- 
tions of the averages, they were often attributed with 
virtues which they did not possess. Some investors 
mistakenly reasoned that, since the “average stock” had 
risen from, perhaps, 50 to 75, the value of all stocks had 
increased 50%. As a result of many statistical misinter- 
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pretations, the averages were often wrongfully blamed 
for distorting the facts. 

Because the Dow Jones averages were the only available 
ones, they were used for many other purposes than the 
ones for which they were originally intended. They were 
used for every imaginable purpose, from investigating 
a claim that government regulation had caused losses to 
investors, to judging changes in the value of stocks held 
in a trust estate. It soon became evident that no single 
stockaverage could measure all phases of the situation, any 
more than one index of commodity prices can show retail 
prices, wholesale prices, the cost of living, and the cost of 
building construction all at the same time. The necessity 
of computing different averages to show special phases of 
stock prices led to the construction of many new indexes, 
each of which would show some one side of the market 
more clearly than the others. 

Necessary to Compute Two Averages 

The Dow Jones averages had been in use a number of 
years before the example was followed by others. They 
were first constructed in 1884 by averaging 12 representa- 
tive stocks, 9 of which were rails. Soon, however, the 
tobacco, steel, sugar, and oil trusts originating in the 
early 90’s so increased the number of industrial stocks, 
that the predominance of rails in the New York market 
was threatened and a broader list of stocks was necessary 
in order to keep the average representative of the entire 
market. In June, 1896, two averages were compiled, 
one based upon 20 railroad stocks and another upon 12 
industrials. In January, 1897, it was definitely decided 
to keep the two averages currently, and ever since that 
time they have been published daily. 

From time to time it has been necessary to make sub- 
stitutions in the stocks used, in order to make the averages 
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always representative of the entire market. In September, 
1916, the number of stocks used in the industrial average 
was increased from 12 to 20, with 8 of the original 12 
being retained. The new figures were calculated back 
to the reopening of the New York Stock Exchange on 
December 12, 1914. 

Revising the Dow Jones Industrials 

Professor W. L. Crum pointed out in an article in 
“Barron’s” on May 23, 1927, that the old average of 12 
stocks used before July 30, 1914,is not comparable with the 
new average of 20 used since December 12, 1914. If the 
average prices of the new 20 industrials are computed for 
the period before the closing of the Exchange, when the 
old 12 were actually being used, he discovered the average 
price of the new 20 would generally be at 60, whereas the 
prices of the old list of 12 actually averaged 80. In other 
words, if one is to use the two averages together to estimate 
average stock price levels, it is advisable to allow for the 
fact that the new averages will run about 25% below the 
pre-war averages. 

The Dow Jones figures, revised according to Professor 
Crum’s suggestion, are shown on Chart 48. A great 
many of the barometers used in these articles gave “buy” 
signals just before the closing of the stock market in 1914. 
If the value of stocks had been measured by the Dow 
Jones figures as they have heretofore been shown, there 
would have been an apparent loss in value just as the 
war was declared, if stocks had actually been purchased. 
This correction of averages, however, shows that investors 
who had followed those “buy” signals would have found 
themselves, after what now proves to be but a slight 
reaction, to be “in” stocks at the beginning of one of the 
biggest bull markets in history. 

The revision of averages also shows that common stock 
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values have increased steadily from 1897 to the present 
time. This consistent rise is in accord with recent 
statistical studies which have proved that over a long 
period of time, disregarding the temporary bear markets, 
the holder of common stocks will witness a steady increase 
in the value of his stocks as the wealth of the country 
grows. 

Dow Jones Averages Agree with Other Indexes 

Throughout these studies, the Dow Jones averages have 
been used to indicate both stock trends and the general 
level of the stock market. This seems to be justified when 
one considers that the averages agree very closely with 
more elaborately constructed indexes. For example, 
the Standard Statistics Company compiles an index of 
stock prices based upon 31 railroad and 199 industrial 
stocks. The similarity between this very comprehensive 
index and the Dow Jones averages is apparent when the 
two are compared. Since they show practically the same 
things, and in addition the Dow Jones figures are available 
for a much longer period of time and are published each 
day shortly after the stock market closes, their usefulness 
is more fully appreciated. 

Probably the best known of the many averages pat- 
terned after Dow Jones are the ones compiled by the 
‘‘New York Times.” Two averages are compiled, one for 
the railroads and one for the industrials. The fact that 
five more stocks are included in each of the ^‘Times” aver- 
ages seems to make no appreciable difference, for they tell 
the same story as the Dow Jones figures, as Chart 48 
clearly shows. 

The number of shares of stock sold on the New York 
Stock Exchange each month since 1897 is also shown at 
the bottom of Chart 48. When stock prices are high, 
speculative interest is necessarily large and there is a 
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large volume of stock traded in. Conversely, low stock 
volumes usually accompany low stock prices. There is 
no exact relationship between volumes and prices, how- 
ever; for often at the height of a bull market there will be 
several months of low stock volumes, and frequently 
near the bottom of a bear market the volumes of trading 
will be large. 


The “Herald-Tribune” Averages 


Another interesting average has recently been con- 
structed by the New York “Herald-Tribune.” Believing 
that 40 or 50 stocks was an insufficient number to repre- 
sent the entire market accurately, the compilers of this 
index work with 100 stocks — 70 industrials and 30 rails. 
The rails are divided into 20 dividend-paying and 10 
non-dividend-paying stocks. The industrials are divided 
into the following groups : 


Groups 

Manufacturing 

Oil........... 

Public utility.. 

Steel 

Copper 

Equipment . . . . 

Store 

Motor 

Food 


Number of stocks 

. . . . 15 

. . . . 10 
.... 8 
.... 6 
... . 7 

.... 4 

.... 5 

. . . . 10 
.... 5 


70 

Each day separate averages for the high, low, and 
closing prices of each of the nine groups of industrials 
and the two groups of rails are published. In addition, 
averages for the 70 industrials, the 20 rails, and the entire 
100 stocks combined are published. Since these averages 
have only been available since January 1, 1923, their 
value has not yet been fully demonstrated. 
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The Most Comprehensive Stock Index 

In an attempt to produce an index which would show 
accurately the changes in value of all stocks outstanding, 
as well as changes in the total value of the stocks of 
different industries, the Standard Statistics Company 
undertook the compilation of the broadest index yet 
constructed. The methods of calculation differ from 
those used in constructing averages like those mentioned 
above. 

In a stock average a change of from 50 to 55 is given 
no more significance than a change from 100 to 105, 
because both would represent an increase of five points, 
and when an average is taken they will each raise the 
average an equal amount. But in the first case there was 
an increase of 10%, as compared with the 5% increase 
in the latter. The Standard Statistics Company thought 
that this situation needed correction and so they have 
used “relatives” in computing their index. According 
to this device, when one stock has risen from 50 to 55, 
the relative is 110%; while another which has risen from 
100 to 105 will have a relative of only 105%. The two 
relatives when averaged would thus show an increase of 
7.5% for the two stocks. Under identical conditions the 
ordinary average would have indicated a rise from 
75 (S0+100 h- 2 = 75) to 80 (55+105 -2 = 80) or 6.66%. 
To meet this difficulty, the Standard Index makes 
allowances for differences in the price levels of the stocks 
used. 

It might be pointed out here that the market partially 
takes into account the difference in selling prices between 
stocks, since there is a tendency for stocks to rise or fall 
proportionately. It is common knowledge among traders 
that a stock selling around 200 will ordinarily fluctuate 
much more widely than a stock selling at 100; so that in 
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averages like Dow Jones, the market itself has already 
taken into account the differences between selling prices. 

Another objection to stock averages for certain uses 
was the fact that they would attach as much im- 
portance to companies having 100,000 shares outstand- 
ing as to companies having 1,000,000 shares outstanding. 



If there was an increase of $10 in the price of both stocks, 
an average would not show that the total value of the 
first stock had increased $10,000,000, while that of the 
second had increased only $1,000,000. In order to 
emphasize the factor of size, the price of each stock was 
weighted in the Standard Index according to the amount 
of stock outstanding. In other words, in computing the 
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index the price of each stock is multiplied by the number 
of stocks outstanding. 

In using this index, it should be remembered that when 
stocks with an unusually large number of shares out- 
standing, like United States Steel, General Motors or 
American Telephone, rise or fall abruptly, they will affect 
their respective groups very noticeably. 

The following table shows the weight given to each 
industry which is used in making up the final index: 


Number 

of stocks Group % of 

used total weight 

31 Railroad 29.50% 

17 Petroleum 16.89 

5 Telegraph and cable 6.71 

9 Steel 6.S9 

11 Copper 5,64 

10 Automobile 5.50 

16 Traction, gas and power 3.72 

1 8 Miscellaneous 3.15 

3 Electric and equipment 2.80 

7 Tobacco 2.40 

9 Food 1.76 

12 Metals ^ 1.76 

10 Railroad equipment 1.72 

7 Tin and rubber 1.65 

11 Chain store 1.62 

7 Chemical 1.50 

3 Mail order house 1.26 

6 Sugar 1.16 

3 Farm machinery 0.85 

8 Auto accessory 0.85 

5 Textile 0.76 

5 Leather and shoe 0.56 

3 Theater 0.44 

5 Machine manufacturing 0.38 

3 Shipping 0.36 

3 Coal 0.27 

3 Paper 0.20 


230 100.00% 

199 Industrial 70.50% 
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The groups in the above table have evidently been 
weighted according to the amount of stock from each 
industry listed on the Stock Exchange. According to 



this system, industries like the textiles and theaters, 
whose typical unit is a concern too small to list stocks 
on the Exchange, will not be weighted very heavily. 
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On the other hand, when an industry is dominated by a 
few large corporations, as the oil, telegraph, and steel 
industries are, the stock of all the larger concerns will be 
listed, and the industry will receive a weighting quite 
disproportionate to its true significance from the stand- 
point of the many investors in stocks of small companies 
throughout the country. This index, therefore, seems 
to be especially useful to those investors who are interested 
in the changing values of all listed stocks. 

The Standard Index is the most comprehensive yet 
attempted. Charts 49 and 50 show some of the separate 
groups as well as the index for all groups combined. It is 
readily seen from these two charts that the groups 
fluctuate quite differently, although all the indexes tend 
to rise when the general market is rising and tend to fall 
when the general market is falling. 

A Speculative Index Needed 

The indexes considered up to this point are not of any 
great value in judging the speculative side of the stock 
market, because they do not indicate the volume of 
transactions in the various stocks. When the price of a 
stock rises JSIO, it usually makes a great difference from a 
speculative viewpoint whether there were 1,000 shares 
or 100,000 shares of that stock sold. The indexes described 
so far give no more significance to a sale of 100,000 shares 
than they do to the sale of 1,000 shares. 

In weighting stocks according to the number of shares 
outstanding, the Standard Index has made partial 
allowance for this factor, because as a rule there is more 
trading in stocks of large companies than in those of 
smaller ones. Often, however, the stocks of the smaller 
companies are manipulated in such a manner that an 
increase in trading out of all proportion to the amount of 
stocks outstanding results. Moreover, the stocks of the 
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older and larger companies are often so securely held by 
permanent investors that there is very little speculative 
trading, although there may be a large volume of stocks 
outstanding. 


Speculative Indexes 

In an attempt to estimate the changes in value of 
stocks in relation to the volume of trading, Professor 
Irving Fisher constructed an index in which he weights 
the stocks according to the number of shares of stock 
traded. Professor Fisher uses a formula similar to the 
one used in computing his commodity price index, a 
formula which determines the importance of each stock 
every week, according to the number of shares traded. 
This formula has met with the approval of mathematicians 
and economists. 

Readers of “Barron’s” have recently been introduced to 
two new stock indexes computed by Professor Crum of 
the Harvard Economic Service. The aim in these new 
Barron’s “averages” is to show the speculative side of the 
market, much as Professor Fisher does by making allow- 
ances for ^^the value of stocks in exchange.” 

Differences between Fisher’s and Barron’s Indexes 

These indexes differ somewhat from the Fisher Index. 
Professor Fisher computes only one index for both the 
rails and industrials, and selects the 50 stocks which are 
to comprise his average for each week according to the 
total value “in exchange” of all stocks for that week. 
In other words, the price of each stock each week is 
multiplied by the number of shares sold, and the 50 
stocks with the highest aggregate value are selected for 
use. This method of selection gives preference to the 
high-priced stocks of the larger companies. 
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Professor Crum has chosen a different criterion in 
selecting the stocks used in Barron’s railroad and indus- 
trial stock averages. He uses “the rate of turnover,” 
that is, each week he chooses the 30 railroad stocks and the 
30 industrials with the highest ratio of sales to number 
of shares outstanding. In this way, a company with 



100.000 shares outstanding and current stock sales of 

50.000 is given equal importance with the company which 
has 1,000,000 shares outstanding and a turnover of 

500.000 shares, for both have a “rate of turnover” of 
50%. In the Fisher Index, however, these companies 
could only rate equally as a possible selection for the 
week, if stock in the company with a 50,000-share turn- 
over sold at ^100 per share, while the other with sales 
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of 500,000 sold at $10. In that case, the aggregate value 
of both would be $5,000,000. In this manner, the Fisher 
Index attaches greater significance to high-priced stocks 
and to stocks of larger companies, while Barron’s selects 
stocks each week according to the relative amount of 
speculation in each company’s stock. 

Another technical difference between the two may be 
observed. Professor Fisher takes into account changes 
in the price of each stock from one week to another, in 
relation to both the volume of the present week and that 
of the previous week; while Barron’s Index considers 
changes in prices from one week to another, only in relation 
to the volumes of the previous week. These differences, 
however, are apparently inconsequential, if one is to 
judge from the fluctuations of the indexes; for Chart 51 
shows that Professor Fisher’s Index and Barron’s Ipdus- 
trial Average move together quite closely. 

Barron’s and Dow Jones Compared 

Since the new Barron’s averages have been computed 
back through 1906, it is possible to compare their fluctua- 
tions with those of the Dow Jones averages over a con- 
siderable period of time. It is especially interesting to 
compare the two railroad averages, keeping in mind that 
the Dow Jones figures show changes in the investment 
value, while Barron’s Index shows changes in the specula- 
tive value of stocks. Through the bear market of 1907 
and the bull markets of 1908 and 1909, Barron’s average 
showed wider fluctuations. After 1909, until the middle 
of 1921, there was very little difference between the two. 
But beginning in 1921, Barron’s average again com- 
menced to fluctuate more widely than the Dow Jones 
figures. 

If the industrial averages are compared in this way, 
it will be seen that the speculative average shows wider 
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fluctuations except in 1910, 1911, and 1912, and during 
the war years of 1917 and 1918. 

Thus, frona 1909 to 1921, speculative interest in the 
railroads was slight and the averages agreed closely. 
Anti-trust legal prosecutions during 1910, 1911, and 1912, 
and the war in 1917 and 1918 diminished speculation in 
the industrials, and during these years the two averages 
agreed closely. But whenever speculation in securities 
is intense, Barron’s figures will fluctuate over a wider 
range than those of Dow Jones; whenever speculation 
is less active, the two averages will agree more closely. 

Summary 

To summarize briefly the different devices for measuring 
stock prices: The Dow Jones averages are the oldest 
averages, and show very accurately the trend of the 
market as well as the general level of listed investment 
common stocks from one year to anfother; other averages, 
like those of the ‘‘New York Times,” agree very closely 
with the Dow Jones figures; the Standard Index of Stock 
Prices is the broadest, and shows price trends in different 
industries separately; Fisher’s Index shows the specula- 
tive side of the entire stock market, while Barron’s 
averages show the speculative side of the industrial and 
railroad markets separately. Each average and index 
has special uses for which it is best adopted, but for 
general purposes the Dow Jones averages show general 
tendencies of stock prices with remarkable accuracy. 



Chapter XIX 


The Dow Theory 

I F one wishes to determine whether the general stock 
market is rising or falling, or to compare the present 
level of stock prices with past levels, the Dow Jones 
averages seem to be about as useful as the more com- 
plicated averages and indexes. These simple averages 
of 20 industrial and 20 railroad stocks are available on a 
daily basis back to 1897, and give a very accurate picture 
not only of the trend of the market at any particular time, 
but also of the general level of investment stock prices. 

But another very important use has been found for 
these figures. A study of their daily and weekly fluctua- 
tions over a long period of time has shown that, at the 
crucial turning points of stock prices, the averages often 
behave in such a way that the future trend of the stock 
market can be clearly foreseen. Thus the Dow Jones 
averages are widely used today as forecasting agencies. 

Undoubtedly any other average constructed along the 
same lines would be as useful as the Dow Jones figures, 
but this forecasting property has been especially attributed 
to these averages because Charles H. Dow, the first man 
to take an average of stock prices, was also the first to 
observe the peculiar properties which made them val- 
uable in forecasting. Since Dow’s death in 1902, W. P. 
Hamilton, editor of “The Wall Street Journal,” has been 
able, with the help of additional years of experience with 
their fluctuations, to modify Dow’s observations to fit 
present conditions. Mr. Hamilton is the ablest exponent 
of the Dow Theory; and his book, “The Stock Market 
Barometer,” explains how he has put the theory to 
practical use in the daily columns of “The Wall Street 
Journal.” 
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Only a Few Records at Dow’s Disposal 

Today there is evidence that most of the observations 
made by Dow twenty-five years ago were remarkably 
accurate. At a time when the terms “business cycles” 
and “economic services” were unknown, he observed 
that at all times there are three kinds of fluctuations 
taking place in the stock market; the major trend, called 
bull or bear markets; the secondary swing, lasting usually 
from ten days to forty days; and the day-to-day fluctua- 
tions. Today, with voluminous records at one’s disposal, 
it is easy to look back and remark that it was a simple 
matter to observe these three types of fluctuations. Dow, 
however, had only the records of a few short years when 
he made the observations which were the basis for his 
theory. 

As interpreted today, the averages are used to forecast 
both business and stock market trends. In one case, 
business conditions for several months ahead are predicted 
by the position of the stock market at any particular time. 
But since this book is primarily concerned with the 
problem of forecasting stock market trends, it is the 
ability of the averages to forecast future stock prices 
that is of particular interest here. 

Useful Principally to Predict Major Trends 

Dow’s theory does not attempt to predict all the 
different types of stock market fluctuations. Of the three 
types of movements — the major, secondary, and day- 
to-day fluctuations — the averages are generally used to 
predict only the major bull and bear markets. Occasion- 
ally they successfully predict the secondary movements, 
which last from ten to forty days, but no great significance 
is attached to this feat. The attempt is never made to 
forecast the daily fluctuations. 
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“Lines” of Accumulation and DisTRietmoN 

Another essential part of the Dow Theory is the idea 
of a “line.” It is observed that at times the averages 
show neither an upward nor a downward trend, but 
move within a narrow range in a sidewise movement. 
The averages are then considered to be “making a line,” 
and whether they finally break through the top or bottom 
of this line is considered of great speculative importance. 
Experience has shown that if both averages break through 
the upper limits, the line will thereby have proved itself 
to be a “line of accumulation,” and the entire market 
may be expected to rise much higher. On the other hand, 
if both averages break through the lower limits of the 
line, it is a “line of distribution,” and the market will go 
lower. 

That this idea of a line is used by many successful 
stock market operators is indicated in a statement made 
by Jesse L. Livermore, in Edwin Lefevere’s “Reminis- 
cences of a Stock Operator.” In discussing the methods 
that he uses in trading, Mr. Livermore is quoted as 
saying: 

“In a narrow market, when prices are not getting anywhere 
to speak of, but move within a narrow range, there is no sense 
in trying to anticipate the next big movement, whether it is 
going to be up or down. The thing to do is watch the 
market to determine the limits of the get-nowhere prices and 
make up your mind that you will not take an interest until 
prices break through the limits in either direction.” 

Stock traders have learned from long experience that 
a “line” indicates a period in which stocks are being either 
“accumulated” or “distributed” by the more powerful 
stockholders. If the averages ' break above the line, a 
period of accumulation, during which stocks have passed 
from weak to strong hands, has ended, and stock prices 
will rise; if they break below the line, it may be assumed 
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that stocks have passed from strong to weak hands and 
that the market will go much lower. 

“Double Tops” and “Double Bottoms” 

Finally, there is incorporated into the Dow Theory the 
idea of “double tops” and “double bottoms.” Dow 
explained the basis for his theory of double tops and 
double bottoms when he said, “Another method (of stock 
trading) is what is called the theory of double tops. 
Records of trading show that in many cases, when a stock 
reaches top, it will have a moderate decline and then 
go back again to near the highest figures. If after such a 
move the price again recedes, it is liable to decline some 
distance.” 

When this idea is applied to the averages, it simply 
means when the averages have made a high and reacted 
from that high and then go back near the first high and 
again react, that the trend of the market is probably 
changing and that a decline of some proportions is in 
store. This theory holds equally well for a declining 
market, when a “double bottom” indicates a change in 
trend. 

The Four Main Points in Dow’s Theory 

Now, to summarize briefly the component parts of 
Dow’s Theory, it is observed that: (1) there are three 
types of fluctuations in the averages going on at all times — 
the major, secondary, and daily trends; (2) the industrial 
and the railroad averages must corroborate each other; 

(3) when the two averages break above a “line,” the indi- 
cation is bullish, and below the “line,” bearish; and 

(4) a “double top” or “double bottom” predicts a change 
in the trend of stock prices. The theory will now be 
examined with the evidence available in the averages for 
a period extending back over thirty years. 
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Knowledge of Business Conditions Helpful 

Some people interpret the movements of the averages 
upon a purely mathematical basis, without taking into 
consideration any of the fundamental factors in the 
business situation. However, Atr. Hamilton, the accepted 
authority on Dow’s Theory, seems to take into account 
many other factors in the business situation. While he 
does not believe that the averages should be actually 
combined with other figures showing wholesale prices, 
money rates, unfilled steel orders or any other phase of 
the business situation, because “stock prices have already 
taken these things into consideration,” it is clear from his 
reading of the averages that he follows the business 
situation very closely. One of Mr. Hamilton’s remark- 
ably accurate forecasts of an impending bull market 
which appeared in “Barron’s” on November 5, 1921, will 
perhaps give an indication of the method he uses in 
reading the averages: “I have been challenged to offer 
proof of the prediction value of the stock market barom- 
eter. With the demoralized condition of European finance, 
the disaster to the cotton crop, the uncertainties produced 
by deflation, the unprincipled opportunism of our law- 
makers and tax-imposers, all the aftermath of war infla- 
tion — ^unemployment, uneconomic wages in coal mining 
and railroading— with all these things overhanging the 
business of the country at the present moment, the stock 
market has acted as if there were better things in sight. 
It has been saying that the bear market which set in at 
the end of October and the beginning of November, 1919, 
saw its low point on June 21, 1921, at 64.90 for the twenty 
industrials, and 65.52 for the twenty railroad stocks.” 

As editor of a leading financial paper, Mr. Hamilton is 
in close touch with general business conditions, which 
knowledge he seems to use in interpreting the movements 
of the averages. For the average investor, who is less 
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close to the business situation, it therefore seems advisable 
to watch other barometers, like those discussed in previous 
chapters, in order to obtain a knowledge of general busi- 
ness conditions. 

Charts Show Only Turning Points 

In Charts 52 and 53 the averages have been charted on 
a weekly basis in order to show more clearly the progress 
of “lines” and the “double tops” and “double bottoms.” 
Consistent with the chief purpose of this book to forecast 
major trends rather than secondary or daily fluctua- 
tions, only that part of each bull and bear market 
which indicates, according to Dow’s Theory, a change 
in the major trend, is shown on the charts. Chart 52 
shows the tops of the major bull markets from 1897 to 
date, and Chart 53 shows the low points of the major 
bear markets. It should be remembered they do not 
attempt to show the amount of the total rise or decline. 

Of the many barometers of the stock market con- 
sidered in foregoing chapters, there were three which were 
found to be especially useful as barometers of general 
business conditions and the stock market. They were 
the prices of pig iron, bar iron, and coke; the pig-iron 
production figures; and the rate on 60 to 90-day com- 
mercial paper. A way of reading these figures so that 
they would indicate the future trend of the stock market 
was worked out. The numbers “1,” “2,” and “3,” 
respectively, have been used in Charts 52 and 53 to show 
when each of these barometers indicated that the major 
trend of the market was turning.- When the barometer 
made up of pig iron, bar iron, and coke prices predicted 
a bear market, the “1” is placed above the averages on 
Chart 52, at the particular point where the barometer 
said “sell.” When the barometer predicted a bull market, 
the “1” is placed in the proper month below the averages 
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in Chart 53. Similarly, if the index for pig-iron pro- 
duction signaled a rise or a decline in stock prices, a “2” 
is placed upon the proper chart at the month when the 
indication was given. And when 60 to 90-day commercial- 
paper rates signaled to “sell” or “buy” stocks, a “3” is 
placed above or below the average. 

In this fashion, every indication given by each of these 
three reliable barometers during the period of thirty 
years is placed on either one chart or the other, and it is 
easy to compare the barometric qualities of each with the 
others. Such a comparison will give a good idea of the 
practical value of these barometers. It should be remem- 
bered, however, that when a barometer comes within 
ten points — two horizontal lines on these charts — of 
picking the top of a bull market or the bottom of a bear 
market, it is a very reliable barometer. 

No Two Markets the Same 

It is impossible to set down definite rules by which 
one can tell from the averages that the trend of the 
market is changing. Sometimes, at the end of a bull 
market, the averages make a double top and then 
make a line for several weeks, finally breaking through 
the lower limits of the line. At other times they will make 
triple or even quadruple tops, and sometimes make two 
or more lines before the change in trend is finally accom- 
plished. Always, however, the averages give at least 
one warning; and it takes a long enough period of time 
for the trend to change to afford the person who watches 
the fluctuations of the averages time to act before it is 
too late. 

In dealing with the averages, one has many unusual 
factors with which to contend; for besides the fact that 
even fundamental factors themselves change from time 
to time, as the end of each major stoc^ market swing 



THE DOW THEORY 


285 


approaches, the speculator invariably finds himself con- 
fronted with some new factor to be taken into account. 
At one time it was the corner in Northern Pacific stock, 
another the San Francisco earthquake, or the failure of 
the Knickerbocker Trust Co., or the dissolution of the 
Standard Oil and American Tobacco companies, the 
declaration of war or the declaration of peace — always 
some new factor is injected into the situation which 
affects speculative sentiment and gives the averages a 
different appearance at the end of each major movement. 
But in spite of all these unusual factors which enter into 
the situation, if one interprets the fluctuations of the 
averages according to the Dow Theory, a warning is 
given. 


Gauging the Top of Bull Swings 

It is interesting to trace the fluctuations of the averages 
at the end of bull markets as shown in Chart 52, and to 
see how soon Dow’s Theory would have given warning 
of a change in trend. 

The year 1899 saw the culmination of the first bull 
market for which the Dow Jones averages are available. 
Chart 52 shows that in April both averages reacted sharply 
after reaching a high point. By the first of September 
the industrials had rallied to their old high, while the 
rails were a few points below the high record as established 
in May. Neither of the averages was able to attain a 
new high, and again they reacted. A feeble rally in 
November brought both averages to a level where they 
began to make a “line,” with the two averages moving 
sidewise for a period of six weeks, finally breaking through 
the lower limits of their lines. 

According to Dow’s Theory, as generally interpreted 
today, when the averages made the “double top” by 
failing to make new highs in September, the first indica- 



286 FORECASTING STOCK MARKET TRENDS 

tion was given that the end of the bull market was near. 
If the usual method of reading the averages had been 
used in 1899, it might have been pointed out that, at a 



CHART 52 

The Industrial Averages are shown in the upper and the Railroad Averages 
In the lower part of the section allotted to each bull market. The horizontal 
scale lines are spaced at intervals of 5 points. 
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time when trade was expanding rapidly, with large flota- 
tions of new securities, rapid increase in commodity 
prices, rising wages, large imports, and tightening money 
rates, the averages had given warning of the end of the 
then current bull market by making a “double top.” 
Later in November, when the lower limits of the line were 
broken through, the averages gave final notice that the 
major trend had changed. 

The Northern Pacific Corner 

Toward the end of the bull market of 1900-1901, the 
industrials had risen only moderately, while there had 
been a great increase in railroad shares accompanying the 
famous contest between the Hill and Harriman interests 
for control of the Northern Pacific. In May the corner 
in Northern Pacific stock was announced, and a sharp 
drop in both rails and industrials followed. Six weeks 
later, however, both industrials and rails were back to 
their old highs again. The industrials went through the 
old high by a scant margin, but the railroad averages 
refused to corroborate the bullish tip of the industrials. 
This “double top” gave the first warning that the trend 
of the market was to change. 

The Northern Pacific corner, however, was not enough 
to bring the bull market to an immediate close, because 
fundamental conditions were still bullish, with money easy, 
commodity prices low, and production active. So the indus- 
trials proceeded to make what proved to be the longest 
line in history, fluctuating with a range of five points 
for ten months. During this period the rails rose very 
gradually, until finally a record volume of production 
caused a railroad traffic blockade, money rates tightened, 
commodity prices rose, and bond prices fell. By Septem- 
ber the railroad averages had made a new high, but 
lacking corroboration from the industrials they declined. 
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Thus by November, when the industrials finally broke 
through the lower limits of their line, bearish tips had 
been given by the double top in June, 1901, the failure 
of the industrials to confirm the movement of the rails, 
and this new bearish indication of the industrials given 
by their breaking below the line. 

It would be tiresome to trace the implications of the 
averages at the end of each bull market. Many times 
unusual factors enter into the situation, but in spite of 
them all the averages usually give definite warnings that 
the top has been reached. And very often a long series 
of warnings are given when the averages make double 
and triple tops, fail to corroborate each other, and break 
below lines of distribution. It is plainly seen from Chart 
52 that while the turning points of some markets have 
been more widely advertised than others, yet in every 
case a close application of Dow’s Theory would have 
shown that the trend was changing. 

Actions of Averages in Bear Markets 

The method of reading the averages at the end of a 
bear market does not differ radically from the methods 
used at the close of a bull market, except of course that 
the fluctuations are reversed, and, instead of forming 
“double tops” and “lines of distribution,” they form 
“double bottoms” and “lines of accumulation.” 

Chart 53 shows that beginning in November, 1899, a 
mild bear market set in which reached a low point in 
December, 1899. Both averages rallied, but in June, 
1900, again approached the old lows. The industrials 
made a new low, while the rails failed to confirm the 
move. During this period commodity prices were falling, 
money was easy, and iron and steel production declining. 
Another rally in both averages took place, which was 
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followed two months later hy another “double bottom,” 
again indicating that the bear market was over. 

An examination of Chart 53 will show that there is a 
definite tendency for the averages to make “ double 



CHART 53 


The Industrial Averages are shown in the upper, and the Railroad Averages 
in the lower part of the section allotted to each bear market. The horizontal 
scale lines are spaced at intervals of 5 points. 


bottoms” at the end of bear markets, although very 
often they are as much as a year apart. And frequently 
after making a “double bottom,” the averages will “make 
a line” for weeks at a time and finally break out of the 
line on the upside, thus adding to the evidence given by 
a “double bottom” that a bull market is ahead. 
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Cannot Expect Mechanical Perfection 

Thus the problem of forecasting rising stock prices 
according to Dow’s Theory is much like that of forecasting 
falling stock prices, except that conditions are reversed. 
Instead of finding that continued resistance to rising stock 
prices causes “double tops” and “lines of distribution” 
in the average?, it is found that continued resistance to 
declining stock prices causes “double bottoms” and 
“lines of accumulation.” 

The charts show clearly that there are no hard-and- 
fast rules which will announce when the trend of the 
market is changing. Probably it is the impossibility of 
setting down mathematical rules to be applied in reading 
the averages which has led to much criticism of Dow’s 
Theory. However, the record of the averages seems to 
show that invariably the theory gives some indication 
that the trend of the market is turning. As Mr. W. P. 
Hamilton points out, “the stock market is taking every 
conceivable thing into account, including that most 
fluid, inconstant, and incalculable element, human nature 
itself. We cannot, then, expect the mechanical exactness 
of physical science.” 



Chapter XX 


The Importance of Studying Basic 
Conditions 

T he head of a prominent economic service was once 
asked what the result would be if all the basic factors 
influencing the business cycle were thoroughly 
understood and could be accurately measured. The 
natural assumption was that periods of extreme prosperity 
or depression would be completely eliminated, that 
business would move easily along the same smooth groove. 
His answer was that when we reach the point where the 
unusual never happens, where there is no difference 
between people, and when we have become a race of 
bookkeepers with plodding minds, with business merely 
a matter of addition and subtraction, — then, and only 
then, will business move along a smooth, straight road. 

The science of forecasting has just begun, to be sure, 
but we can never hope for the time when each one of the 
factors influencing the business system can be forecasted 
with 100% accuracy by every individual business man. 
A new banking system, a war, a new income tax law, a 
new invention, and literally thousands of other factors, 
will each have an effect upon business conditions. Only 
if every business man could understand all the ramifica- 
tions of the business system, so that he could forecast 
the future with 100% accuracy and conduct his business 
accordingly, could the business cycle cease to exist and 
alternating periods of prosperity and depression be things 
of the past. 

The foregoing studies have not attempted to present 
any definite theory regarding causes of the business 
cycle. Bull and bear markets were accepted as actualities, 
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and an attempt was made to select from the wealth of 
available data, statistics which seemed to have an obvious 
bearing upon those conditions. The most valuable 
theories and statistics have been discussed with that 
purpose — to explain and predict general stock market 
changes. 

Statistics Which Show Basic Conditions 

The statistics used in previous chapters have, for the 
most part, indicated conditions outside the market itself; 
that is, they have shown general business conditions 
and trends. Statistics of conditions within the market 
relating to such things as its “technical position,” the 
“floating supply” of stocks, “loaning rates,” and the like, 
have not been considered, because they are more particu- 
larly concerned with the minor movements of stock 
prices. 

Many different types of data have been reviewed 
rather than selecting only the most valuable series and 
limiting the discussion to them. It is believed that a 
thorough understanding of the significance of all data is 
essential, and that the ability to discriminate between the 
worthless and the valuable is mo're useful in forecasting 
and reading forecasts than a knowledge of a few especially 
accurate agencies. A complete variety of statistics affords 
a comprehension of all factors which influence the trend 
of stock prices at any one time. 

Do Not Expect Mathematical Precision 

The value of charts is obvious. The briefest and 
clearest explanation of the relation between any one series 
of data and the stock market is a chart showing both 
trends together. The value of charts is often misunder- 
stood, however. In observing the accuracy with which 
certain series move with the stock market, one begins to 
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expect mathematical accuracy of all data. But statistical 
records of any sort are liable to be inaccurate, and the 
margin of error is increased when the statistics deal with 
human relationships. Besides containing certain elements 
which are very difficult to measure, the data must pass 
through the hands of armies of field agents and clerks, 
with the possibility of error increasing at each step; so 
that when the data are finally charted, they are incapable 
of mathematical precision and merely show trends. As 
indicators of general trends, however, they are valuable, 
but it is always necessary to use judgment and discretion 
in their interpretation. 

Simplicity of the Moving Average 

Many devices are continually being developed by 
statisticians to eliminate the confusing seasonal variations 
and secular trends apparent in certain types of data. The 
use of most devices, however, will obscure the original 
figures to such an extent that they are difficult to under- 
stand, and will make it impossible for individuals un- 
trained in statistical methods to keep the data up-to-date 
for current use. 

The twelve-month moving average was chosen because 
of its simplicity and efficiency. The figures of any series 
of data for twelve consecutive months are added together, 
and the result is divided by twelve to obtain the moving- 
average figure for the twelfth month. This practice of 
“centering” the average on the last month tends to make 
the average move five or six months later than the actual 
figures. For certain purposes such a moving average 
would have distinct drawbacks; but in forecasting, the 
problem is largely one of time relationships between the 
series of data and the trend of stock prices. If this rela- 
tionship is a consistent and practicable one, it will show 
up in the moving average as constructed here, and more 
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elaborate statistical methods of averaging figures do not 
seem necessary. Here the chief interest is in trends and 
in the timing of fluctuations, rather than in measuring 
quantitatively the position of any one statistical series 
at a particular time. 

The Best Stock Market Barometers 

In the preceding chapters, the statistics examined were 
divided into six sections, each of which showed a particu- 
lar phase of the business situation. Those data which 
were found to be most helpful In stock market forecasting 
are indicated in the following table: 


J. 

Profits and Losses: 

business failures; railroad gross 
earnings; dividend payments 

a. 

Commodity Prices: 

pig iron, bar iron and coke; indexes 
of wholesale prices; composite iron 



and steel indexes 

i- 

Production and Con- 



sumption: bituminous coal; pig iron, steel, 

coke; indexes of production; sales 
of retail stores, especially music 
stores 

4 , Volume of Trade: car loadings of ore, forest products, 

coal and coke 

5 . Money and Banking: loan-deposit ratio national banks; 

loan-deposit ratio New York Clear- 
ing House banks; rediscounts Fed- 
eral Reserve Banks; rates 60-90- 
day commercial paper; call money 
rates 

d. Investment and Specu- 
lative Activity: Dow Jones averages; Fisher’s and 

Barron’s averages; Standard In- 
dex; bond yields 

Each of these six factors has a distinct bearing upon the 
value of stocks, and they are definitely related, therefore, 
to the trend of stock prices. It is possible in this brief 
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summary to point out only the data of greatest value in 
stock market forecasting. 

No Short Cuts to Success in Speculation 

When one has chosen the statistics which seem to be of 
most value in forecasting the stock market, he is con- 
fronted with the problem of keeping the data up-to-date. 
The use of any of the series described here requires a 
close scrutiny of the current figures and the fundamental 
conditions which such a study discloses. If one is unwill- 
ing to devote a considerable amount of study to a con- 
tinual observation of current figures as they become 
available from month to month, he had better decide to 
become strictly a long-pull investor. But even in that 
case, he must watch very closely the individual companies 
whose stocks he holds. There are no “short cuts to 
success” in speculation; constant study and attention are 
necessary at all times. 

Advantage of Using Uncombined Statistics 

The practice of combining several of the more reliable 
indexes to obtain forecasting lines has been followed by 
many economic services, including the Harvard Economic 
Service, Babson’s Statistical Organization, and Brook- 
mire’s Economic Service. Possibly, however, a clearer 
understanding of the fundamental forces affecting stock 
prices will be attained through following the various 
series of statistical data individually. To combine them 
necessarily requires elaborate statistical methods which 
tend to obscure any indications offered by the individual 
series used. When the more useful indexes are followed 
individually, one has a broader understanding of many 
different phases of the situation and would probably be 
enabled to trade more intelligently in stocks. Further- 
more, it is doubtful that any one line, however many 
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indexes were combined to form it, would give more 
accurate buy-and-sell indications than those offered by 
a number of individual series, such as pig iron, steel or 
coke production, price statistics or money rates. 

Better Barometers Usually Agree 

It might be thought that the use of the different series 
separately would be confusing, and that they would show 
markedly different indications. It has been observed, 
however, that the majority of the most reliable barometers 
are always substantially in agreement, and rarely disagree 
in predicting a major movement in stock prices. In the 
foregoing chapters it was shown that three of the best 
barometers — commercial-paper rates, pig-iron produc- 
tion, and the prices of the three commodities, pig iron, 
bar iron, and coke — agreed closely in their buy-and-sell 
indications; so that in following these or similar barom- 
eters, one is generally furnished with a reliable basis upon 
which to prepare for a change in the trend of stock prices. 

More Difficult to Predict Bear Markets 

Throughout this discussion of barometers it has been a 
noticeable fact that a bear market is not so easily predicted 
as a bull market. This does not seem to constitute a 
serious limitation, however, since the trend of stock 
prices will be continually upward so long as the wealth 
of the country continues to grow. The chronic bear, it is 
well known, will eventually go broke. The bull, however, 
is always favored, for, as the wealth of the country 
increases, the value of stocks will increase so that the 
top of each bull market is a little higher than the pre- 
ceding one, and the bottom of each bear market is not 
quite so low as the one before. One may remain “a bull 
on the United States” and stay long of stocks indefinitely; 
but if one becomes a permanent bear on the country, he 
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is sure to lose. In trading with the major swings of the 
stock market, one should always favor the bull side when- 
ever the barometers fail to point definitely which direction 
the trend of the market will follow. 

In trading, a speculator may pay particular attention to 
the market, or he may study individual stocks and trade 
according to his conclusions concerning them. It was 
observed in the first chapter, however, that all stocks 
move to a certain extent with the trend of the market. 
Those stocks which move against the trend, usually move 
so very moderately that it would be of no great value to 
follow them even if one could. It is essential that the 
investor realizes the great importance of the effect of 
market trends upon all stocks, a tendency which, contrary 
to public opinion, has not been diminished in recent years. 

Importance of Following General Business 
Conditions 

One of the leading stock market traders of recent years 
has expressed his estimate from a speculative standpoint 
of the value of following general business conditions, as 
compared with the value of studying individual stocks. 
All too few stock operators have divulged any of their 
methods of trading, but Jesse L. Livermore is quoted in 
various parts of Edwin Lefevre’s ‘‘Reminiscences of a 
Stock Operator’’ as saying: 

‘‘In a bull market your game is to buy and hold until you 
believe that the bull market is nearing an end. To do this you 
must study general conditions and not tips or special factors 
affecting individual stocks. Then get out of all your stocks; 
get out for keeps ! Wait until you see — or if you prefer, until 
you think you see — ^the turn of the market; the beginning of a 
reversal of general conditions. 

“That is about all I have learned — ^to study general conditions, 
to take a position and stick to it. 

“I never hesitate to tell a man that I am bullish or bearish. 
But I do not tell people to buy or sell any particular stock. In 
a bear market all stocks go down and in a bull market they go 
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up. I don’t mean of course that in a bear market caused by a 
war, ammunition shares do not go up. I speak in a general 
sense. But the average man doesn’t wish to be told that it is 
a bull or a bear market. What he desires is to be told specifically 
which particular stock to buy or sell. He wants to get something 
for nothing. He does not wish to work. He doesn’t even wish 
to have to think. It is too much bother to have to count the 
money that he picks up from the ground. 

. . The big money must necessarily be in the big swing. 
Whatever might seem to give a big swing its initial impulse, 
the fact is that its continuance is not the result of manipulation 
by pools or artifice by financiers, but depends upon basic 
conditions. And no matter who opposes it, the swing must 
inevitably run as far and as fast and as long as the impelling 
forces determine. 

. . Since the entire list moves in accordance with the main 
current there was not so much need as I had imagined to study 
individual plays or the behavior of this or the other stock. Also 
by thinking of the swing, a man was not limited in his trading. 
He could buy or sell the entire list. Obviously the thing to do 
is to be bullish in a bull market and bearish in a bear market. 

“The moment I ceased to be satisfied with merely studying 
the tape, I ceased to concern myself exclusively with the daily 
fluctuations of specific stocks, and when that happened I 
simply had to study the game from a different angle. I worked 
back from the quotation to first principles; from price fluctua- 
tions to basic conditions. 

“Hunches and mysterious ticker-sense haven’t so very much 
to do with success. . . . Like the physician who keeps up with 
the advances of science, the wise trader never ceases to study 
general conditions,” 

The Importance of Diversification 

Mr. Livermore has also given some idea of the method 
he uses in selecting the stocks in which to trade when he 
takes a short position in the market. He says: “I kept 
on both buying and selling until after a month’s trading 
I had out a short line of sixty thousand shares — ^five 
thousand shares in each of a dozen different stocks which 
earlier in the year had been the public’s favorites because 
they had been the leaders of the great bull market.” One 
would also judge from this enlightening statement as well 
as from others that in taking a bull position in stocks, 
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he reverses the process followed in selling and buys a 
diversified list of stocks. 

These statements by Mr. Livermore indicate that 
successful stock speculation must take two factors into 
consideration : the trend of the market as shown by general 
business conditions, and the diversification of stocks 
among the market leaders. In various books, and most 
recently in Mr. P. L. CarrePs ^^The Art of Speculation,” 
the methods of selecting individual stocks to be used 
as the vehicles of speculation have been adequately 
presented. This volume on ^Torecasting Stock Market 
Trends” has attempted to show in detail how one may 
gauge the trend of the market from basic conditions. 

Prosperity Will Not Be Eternal 

Since 1921 business has been neither very active nor 
very dull. It has been a period of moderate prosperity, 
during which the idea has become prevalent that business 
extremes — severe depressions and periods of intense 
prosperity — are things of the past. Such prolonged 
periods of moderate prosperity as this, however, are not 
new in the history of industry, for they have occurred 
frequently in many different countries. And it generally 
happens that as the impression becomes more universal 
that prosperity is to continue indefinitely, a period of 
intense prosperity followed by a severe depression 
approaches. 

The silent forces always influencing business and the 
stock market to move in cycles are still omnipotent, and 
will be puzzled over for many years to come. Several 
attempts have been made in the past and many will be 
made in the future to provide some means of smoothing 
out the cycle. Until the statistics themselves show that 
business is moving along an even path, however, the 
business cycle still exists and must be reckoned with. 
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Records of the Past 

The National Bureau of Economic Research has 
recently published a book, “Business Annals,” which 
reviews the business conditions in seventeen of the most 
important industrial countries back as far as records are 
available. The purpose was to investigate the ebb and 
flow of business in each country from as early a date as 
possible in an attempt to reach some conclusions about 
the nature of the business cycle. This study has made 
available a great deal of information of interest to anyone 
concerned with the problems of forecasting. 

“Business Annals” reveals much information of great 
significance in stock market forecasting. For instance, 
it shows that no country experiences a period of con- 
tinuous prosperity for more than five or six years at a 
time; while some countries have more violent swings of 
the business cycle than others, no country has been able 
to control them; and periods of depression and prosperity 
may occur again and again in all countries, but no two 
are exactly alike either in duration or intensity. 

Tendency for Business Cycles to Become 
International 

Business cycles occur most regularly in countries with 
a highly developed economic organization, as in those of 
Western Europe or the United States. In some countries, 
periods of prosperity last much longer in relation to 
periods of depression than in other countries, as is shown 
by the following table: 

Y ears of Prosperity per 
Period Year of Depression 

United States 1790-1925 1.50 

England 1790-1925 1.11 

France 1840-1925 1.18 

Germany 1853-1925 1.18 

Austria 1866-1925 0.70 



BASIC CONDITIONS 


301 


Obviously business cycles do not run parallel courses 
in any two countries. The closest agreement was found 
between Sngland and France or between Fngland and 
Germany. The widest variation was between the United 
States and Austria. There has been a growing tendency 
in recent years for business cycles to become more inter- 
national in their fluctuations. 

Even within the United States the fortunes of the 
various sections were markedly dissimilar in earlier years. 
The variations are being diminished, however, as business 
relations grow more extensive in character. Today one 
must view the country as a whole when determining 
the condition of general business, although even today, 
especially in the great farming belts, conditions vary 
decidedly. Yet the annals picture the vastly greater 
population of today, spread over a vastly greater territory, 
as having more unity of fortune than was experienced 
by the people of the thirteen original states and the 
frontier settlements of 1790 to 1820. The network of 
business relations has been growing closer and firmer, and 
at the same time it has been stretching over wider areas. 


Average Length of Business Cycles 

Finally, the annals have presented some interesting 
data showing the average length of time consumed by a 
complete business cycle. In reading these conclusions 
one must keep flrmly in mind the fact that no two business 
cycles ever last exactly the same length of time. A 
summary table of the conclusions follows; 

FIRST HALF OF PERIOD 


Average 

No. of No. of Duration 

• Dates Years Cycles (yrs.) 

France 1838-1876 38 8 4.75 

Germany 1848—1890 42 8 5.25 

Austria 1866-1894 28 5 5.60 

England 1793-1857 64 13 4.92 


United States 1796-1860 64 16 4.00 
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SECOND HALF OF PERIOD 


Average 

No. of No. of Duration 
Dates Years Cycles (yrs.) 

France 1876-1920 44 7 6.29 

Germany 1890-1925 35 7 5.00 

Austria 1894-1922 28 5 5.60 

England 1857-1920 63 9 7.00 

United States 1860-1923 63 16 3.94 


This table shows clearly that business conditions — 
and the stock market — experience more frequent swings 
of prosperity and depression in the United States than 
in any other country, and that during the past sixty-three 
years there has been an increasing tendency for those 
movements to recur more frequently. While it is impos- 
sible to forecast periods of rising or falling stock prices 
purely on the basis of time, it is safe to expect these 
periods to occur in the future more frequently in the 
United States than in any other country. In this country, 
therefore, it is relatively more important — and more 
profitable — to attempt to gauge the major swings, 
because there are more of them. In the first chapter of 
this book, it was shown that the severity of stock price 
swings has not been diminished during recent years, which 
again indicates that it is just as important to gauge the 
market trends today as it was twenty years ago. 

Speculation Essential Part of Business System 

In these studies no attempt has been made to either 
defend or condemn the practice of speculation. The wide 
and frequent fluctuations in stock prices have been ac- 
cepted as a fact, and the chief consideration has been in 
trying to find the best way of dealing with that fact. If 
one believes it morally wrong to sell any article from a 
bushel of wheat to a parcel of real estate because he 
believes the price of that commodity will fall, or because 
he believes the money received from such sales may be 
used to better advantage elsewhere, he should not, for his 
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conscience’ sake, trade with the major swings of the 
stock market. Those who do trade and make money 
on the major swings of stock prices, however, are per- 
forming a useful service; for by selling in large quantities 
when the market is high, and buying when prices are low, 
their trading narrows the price fluctuations and creates 
a better market in which all may buy and sell securities. 

After examining various economic forces which have 
been shown to have greater or less effect upon the trend 
of stock prices, it is impossible to give any credence to the 
belief that a group of men control the fluctuations of the 
stock market. Fluctuations similar to those experienced 
in the United States are common to every country. It is 
absurd to believe that each nation has a contingent 
of powerful financial rulers, especially when the business 
cycles in the different countries sometimes coincide and 
sometimes do not. Each country could not have its “Wall 
Street Interests,” who not only control finance within 
the country but combine with similar foreign interests 
to control world business cycles. 

The statistical records of the past show that there is 
no condition or series of conditions which may be termed 
normal, for the world is changing constantly, and what 
might be considered normal at one time will be far from 
normal at another. It is not possible to gauge the duration 
of a business cycle, for while they tend to recur at certain 
intervals, they never reappear after exactly the same 
interval of time. While the future can never be exactly 
the same as the past, since at every step there is a new 
accumulation of factors with which to deal, the past is 
the only basis upon which we can judge the future. So 
far as the future is concerned, then, we are suspended 
in mid-air, not quite sure in which direction we are 
heading, but certain that the immediate future will not 
be so radically different from the recent past as to render 
it impossible to recognize certain factors with which we 
have had previous dealings. 
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expenses of, 41; rates of, 41. 
Railroad Car Loadings: 

Classification of, 181; coal and 
coke, 183; forest products, IM; 
grain and grain products, 182; live 
stock, 183; merchandise and live- 
stock car loadings, 183; miscel- 
laneous, 183; ore, 184; total, 185, 
186. 

Railroad Car Loadings and Stock 
Prices: 

Barometric value of, 186; Chart 37, 
182; Chart 38, 185. 

Railroad Gross Earnings: 

American Railway Association’s 
comjgilation of, 39; Babson’s com- 
pilation of, 39; seasonal variation 
of, 39; statements of, 39. 

Railroad Gross Earnings and Stock 
Prices: 

Barometric value of, 42, 43; Chart 
5, 40; value of moving average, 42, 
44. 

Railroad Stock Prices — In relation 
to industrial stock prices, 41, 42. 


Ratio Scale — Advantages of, 30. 

Raw Material Prices — Compared with 
wholesale and retail prices, 55, 154, 
155. 

“Regulated Companies” — Formation 
of, 258. 

Renewal Rate, 239, 240. (See Call 
Loans.) 

Retail Trade: 

Lack of specific data on, 162, 163; 
long-time trend of, 164; seasonal 
trend of, 163; volume expressed by 
“prices,” 164, 

Risks: 

Assumption of, 22, 34; reduction 
of, 35. 

Seasonal Variations — Elimination of, 
28. 

Secular Trend — Explanation of, 4, 
29. 

Sheetings. (See Cotton Sheetings.) 
Snyder, Carl, 193. 

South Sea Company, 261* 
Specialization of Processes, 21. 
Speculation: 

Beginnings of, 260; essential part of 
business system, 302, 303; impetus 
given by Industrial Revolution, 
260, 261; importance of diversi- 
fication, 298, 299; no short cuts to 
success in, 295. 

Standard Daily Trade Service. (See 
Indexes of Production.) 

Standard Statistics Company Stock 
Indexes: 

Chart 49, 269; Chart 50, 271; 
compared with Dow Jones averages, 
266; computation of, 268; value of, 
272, 276. 

State Banks; 

Distinguished from National Banks, 
201; effect of Federal Reserve Sys- 
tem on, 201. 

Statistics: 

Multiplicity of, 12, 13; use of 
variety of, 292; value of, 88, 89; 
weekly compilation of, 89. 

Steel. (See Iron and Steel.) 

Steel Ingot Production and Stock 
Prices: 

Barometric value of, 144; Chart 24, 
140; significance of moving average, 
143, 144; value of actual figures, 
143. 
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Steel Ingots: 

In relation to pig iron, 144; uses of, 
143. 

Stock Fluctuations: 

Hourly and daily, 2; 10 days to 3 
months, 3; long-time trend, 3; bull 
and bear markets, 4. 

Stock Markets — Origin of, 258. 

Stock Market Forecasting — Invest- 
ing methods, 45. (See Forecasting.) 
Stock Volumes: 

Chart 48, 265; in relation to stock 
prices, 267. 

Stockholders’ Surplus — Explanation 
of, 36. 

Stocks: 

Compared with commodities, 261, 
262; definition of, 262; early ap- 
pearance of, 260; increase in 
number of, 260, 261; vs. com- 
modities as price barometers, 262. 

Time Loans: 

Length of, 237; rate on, 237; trans- 
action of, 238. 

Trading^Methods of Jesse C. Liver- 
more, 280, 297, 298. 
Transportation: 

Economic importance of, 180; 
value of data on, 181. (See Rail- 
road Car Loadings.) 

Trust Companies: 

Distinguished from National Banks, 
201; effect of Federal Reserve Sys- 
tem on, 201. 

Unfilled Orders: 

Compilation of index, 177, 178; 
heavy weighting given steel, 178. 


Unfilled Orders and Stock Prices; 
Barometric value of, 178; Chart 36, 
178. 

Unfilled Steel Orders: 

Correlation with pig iron, 146-147; 
recorded by U. S. Steel Corpora- 
tion, 146. 

Unfilled Steel Orders and Stock Prices; 
Barometric value of, 147; Chart 
26, 146. 

United States Bureau of Labor 
Statistics, 82, 102, 160. 

United States Geological Survey, 148. 


^^Vicious Circle” — Explanation of> 
104. (See Business Cycles.) 
Volume of Trade: 

Changes in, 154, 155; indexes of, 
155, 156. 


Wages: 

In relation to prices and cost of 
living, 104, 105; “money” wages, 
104; New York Department of 
Labor, index of, 105; “real” wages, 
104. 

Wages and Stock Prices: 

Barometric value of, 106; Chart 17, 
104. 

Wealth — Production of, 180. 
Working Capital, 199. 

Worsted Yam — ^Uses of, 70, 71. 
Worsted Yam and Stock Prices: 
Chart 9, 70; significance of moving 
average, 71. 




Barron’s 

Books on Investment 



BUYING A BOND 

Philip L. Carret 

THE STOCK MARKET BAROMETER 
William P. Hamilton 

INVESTING IN PURCHASING POWER 
Kenneth S. Van Strum 

INVESTING FOR A WIDOW 

Walker Van Riper and others 

PRACTICAL HINTS FOR INVESTORS 
Walker Van Riper 

THE ART OF SPECULATION 
Philip L. Carret 

FORECASTING STOCK MARKET TRENDS 
Kenneth S. Van Strum 

a 


BARRON’S: New York City 










